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“ , . courts are concerned 
only with the power to enact 
statutes, not with their wis- 
dom.”—Stone, in U. S. v. 
Butler. 
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Problems of Insurance Company Counsel 


Reporting to our readers this month is 
Charles 1’. Tye, of the Royal-Liverpool 
Insurance Group, New York, New York. 


HE rather delicate and often difficult 

role played by insurance company 
counsel in litigation is frequently misunder- 
stood not only by the assured but also by 
the plaintiff and his attorney. This is par- 
ticularly true in the field of liability insur- 
ance where at the outset company counsel 
is faced with important legal decisions, both 
substantive and procedural, many of which 
bear no relationship to the specific issue of 
liability for personal injury or property 


damage. 


Thus, apart from the question of the 
existence of a valid cause of action, there 
are important preliminary questions of 
coverage, exclusions, breach or waiver by 
the insured, reformation of the contract of 
insurance, and the always paramount ques- 
tions whether the insurer should defend on 
behalf of the assured irrespective of a 
doubtful obligation to do so by reason of 
the existence of the aforesaid questions. 
Whether nonwaiver agreements should be 
obtained or declaratory judgment sought, 
or whether new substantive legal issues are 
presented warranting settlement rather than 
litigation, are some of the matters which 
require the serious attention of company 
counsel at the outset as well as throughout 
the trial. 

118 Negligence Cases 219, 183 F. (2d) 811 


(CA of D. C., 1950); cert. den., 340 U. S. 852 
(October 16, 1950). 
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‘ 


Illustrative of the substantive issue is one 
of the most important decisions in recent 
years. It has broad implications in that it 
opens the door to a comparatively new ave- 
nue of exposure to liability claims, namely, 
recovery by the wife of an injured husband 
for loss of consortium. The problems created 
in this area are potentially infinite. The 
case is Hitaffer v. Argonne Company.' 


In this case, the husband of the plaintiff 
was injured while employed by the defend- 
ant company. He sustained severe and 
permanent injuries to his body in the ab- 
dominal area, and as a consequence his wife 
was deprived of his aid, assistance and enjoy- 
ment, specifically sexual relations. The hus- 
band received compensation for his injuries 
under the Longshoremen’s and Harbor 
Worker’s Compensation Law.’ Subsequently, 
an action was filed by the wife for loss of 
consortium resulting from a negligent in- 
jury to her husband. The defendant there- 
upon moved for a summary judgment on 
the grounds that the court lacked juris- 
diction and the complaint failed to state a 
cause of action. The motion was granted 
and judgment was entered for the defend- 
ant. The wife appealed to test the validity 
of that order. 


The appeal presented two problems: The 
first involved the question of whether or not 
a wife has a cause of action for loss of con- 
sortium resulting from a negligent injury 
to her husband, and the second entails an 
interpretation of the breadth of the exclu- 
sive-liability provisions * of the Longshore- 


244 Stat. 1427, 33 USCA Secs. 907, 908. 
3 44 Stat. 1426, 33 USCA Sec. 905. 
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men’s and Harbor Worker’s Compensation 
Act,’ the applicable workmen’s compensa- 
tion statute for the District of Columbia‘* 
which provides exclusive liability for em- 
ployers. 


Consortium has been defined in many 
ways. It is the conjugal fellowship of hus- 
band and wife, and the right of each to 
the company, cooperation and aid of the 
other in every conjugal relation; * it includes 
affection, solace, comfort, companionship 
and society incidental to the marital rela- 
tion, and services of the wife.” It means 
much more than mere sexual relation and 
consists also of that affection, companion- 
ship, conjugal love, fellowship and assist- 
ance so necessary to a successful marriage.* 
The words used to describe consortium 
vary from case to case. Loss of any or all 
of these is termed loss of consortium.’ 


The appellate court reversed the decision 
of the district court, holding that a wife has 
a cause of action for loss of consortium 
resulting from negligent injury to her hus- 
band, and that the benefits which had been 
paid and were payable under the Long- 
shoremen’s and Harbor Worker’s Compen- 
sation Act were not the exclusive remedy. 


Until the instant decision, absent any 
statutory restrictions, an action will lie on 
behalf of a husband suffering such loss as a 
result of a direct, intentional wrong to the 
marital relationship. So, also, in most juris- 
dictions the husband may recover for any 
physical injury to the wife, whether inten- 
tional or negligent, which results in depri- 
vation of the enjoyment of consortium. 
Since removal of the old common-law dis- 
abilities by the married women’s acts, courts 
have recognized a cause of action in the 
wife only for a direct, willful invasion of 
the marital relationship. In the event of 
physical injury to the husband resulting in 
loss of consortium, until the Hitaffer case, 
the wife has consistently been denied a cause 
of action, even though the husband is en- 
titled to recover where the situation is in 
reverse. Only one previous case, in North 
Carolina, recognized the wife’s cause of 
action,” and that was subsequently over- 
ruled." It is questionable whether the ac- 
tion is allowed in Georgia today because 





*44 Stat. 1424ff., 33 USCA Sec. 901ff. 

* District of Columbia Code 1440, Sec. 36-501ff. 

* Pratt v. Daly, 55 Ariz. 535, 104 Pac. (2d) 147. 

‘Smith v. Nicholas Building Company, 93 Ohio 
St. 101, 112 N. E. 204. 

* Murray v. Murray, 30 N. M. 557, 240 Pac. 303. 

® Woodson v. Bailey, 210 Ala. 568, 98 So. 809. 

” Hipp v. E. I. DuPont de Nemours & Com- 
pany, 182 N. C. 9, 108 N. E. 318 (1921). 
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justers, home office counsel and pro- 
ducers still abounds with respect to 
“loading and unloading.” Page 745. 


| Confusion among attorneys, lay ad- 
| 
| 


Life insurance is the surest plan of 
financing business continuation agree- 
ments. Page 758. 

° 


Although suretyship is older than any 
other form of insurance, it is little 
understood. For that reason progress 
has been extremely slow. Page 775. 

e 


If multiple line underwriting is to be 
further developed, basic statutory con- 
cepts of a standard fire insurance 
contract must be altered. Page 785. 


With 30 years of experience in de- 
veloping and administering product 
liability coverage, insurance company 
thinking of today may well set the 
pattern for tomorrow’s law. Page 797. 
3 

During the first year of operation 
of New York’s disability benefits law, 
over $40 million were paid out to 
employees for nonoccupational dis- 
abilities. Plan benefits for the majority 
of employees greatly exceed statutory 
requirements. Page 806. 


of the case of McDade v. West™ in which a 
six-judge court of appeals divided evenly on 
the question; the case was decided eventu- 
ally on other grounds. 


The court in the Hitaffer case considered 
the various reasons that have persuaded 
other courts to deny such right to the wife 
and held that they no longer existed be- 
cause of the married women’s acts, or that 
they were not valid arguments.” The dam- 
age suffered by the wife through loss of 
consortium involves some impairment of the 





11 Hinnant v. Tide Water Power Company, 189 
N. C. 120, 126 S. E. 307 (1925). 

280 Ga. App. 481, 56 S. E. (2d) 299. 

%3The various arguments by the courts 
throughout the country are interesting, as are 
antiques. The court does a masterful job in 
getting rid of them, but that is for another 
type of paper. 
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capacity to enjoy life, as different from an 
economic loss. It may be termed a psychic 
loss.“ In granting legal recognition to such 
injury the instant case therefore raises diffi- 
cult problems concerning the determination 
of damages. 


Because of the absence of any predeter- 
mined mathematical basis, the common sense 
and judgment of court and jury must be 
relied on to arrive at reasonable compen- 
sation. The insurance counsel must work 
out some basis of recovery as a groundwork 
for settlement out of court. Certainly the 
full economic impact of the instant case 
must await the determination of the precise 
pecuniary value of this psychic injury, but 
it is at least clear that employers and others 
subject to frequent actions for negligent in- 
juries will have to consider additional pro- 
tection by way of insurance.” 


The second important holding in the 
Hitaffer case was that Section 905 of the Long- 
shoremen’s and Harbor Worker’s Compen- 
sation Act,” providing that “liability of an 
employer shall be exclusive and in 
place of all other liability of such employer 
to the employee, his legal representative, 
husband or wife,” could not bar this sepa- 
rate cause of action belonging to the wife. 


TMHE most recent case on this subject, de- 

cided in New Jersey on July 9, 1951, is 
Danek v. Hommer, “ where a_ husband 
brought an action for loss of consortium of 
his wife, due to injuries received while in 
the defendant’s employ. The wife had al- 
ready received an award under Article 2 
of the Workmen’s Compensation Act. The 
court held that the New Jersey legislature 
intended the elective and contractual com- 
pensation provisions of Article 2 of the 
Workmen’s Compensation Act, when appli- 
cable, to be a complete substitute for the 
previous admittedly unsatisfactory common- 


4 Smith, ‘‘Psychic Interest in Continuation of 


One's Own Life: Legal Recognition and Protec- 
tion,’’ 98 University of Pennsylvania Law Re- 
view, 781, 796-803 (1950). 

18 Passalacqua v. Draper, reported in the New 
York Law Journal, May 10, 1951 (S. Ct., Nassau 
Co.). 

™ 44 Stat. 1424ff., 33 USC Sec. 9O1ff. 

11 John Danek v. Julius Hommer and Katheryn 
Hommer, partners, t/a Hommer Tool & Manu- 
facturing Company (defendants and third-party 
plaintiffs) v. New Jersey Manufacturers Casu- 
alty Insurance Company (third-party defend- 
ant), Essex County Court, Law Division, Case 
No. 91956. 

% Hilsinger v. Zimmerman Steel Company, 187 
N. W. 493. 
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law actions in tort for negligence which 
were available to the employee and those 
connected with him. The New Jersey court 
did, however, approve of the Hitaffer case 
as far as the consortium action was con- 
cerned, saying: 


“Furthermore, while the Hitaffer decision 
seems well founded with respect to its first 
point, as to the right of a wife to recover 
for loss of consortium of her husband, the 
decision has been subjected to serious criti- 
cism insofar as its pertinence to the present 
point is concerned.” 


This problem is further complicated by 
the fact that there is a conflict of authorities 
throughout the country as to whether the 
various workmen’s compensation acts were 
intended to be a complete substitute—in the 
form of a remedy in contract, between em- 
ployer, employee and those connected with 
him—for the previous unsatisfactory com- 
mon-law remedies in tort. In this split the 
Hitaffer case represents a leading decision 
which takes a position contrary to that for 
which the courts of New Jersey and those 
of many other jurisdictions have long stood. 
Some jurisdictions following, at the moment, 
the New Jersey interpretation are Iowa,” 
Michigan,” Minnesota,” California,” Mis- 
souri,” New York™ and West Virginia.” 
States that follow the contrary line of de- 
cisions exemplified by the Hitaffer case are 
Massachusetts,” Nebraska,” Oklahoma ™ and 
Texas.” 


These and the necessarily related prob- 
lems resulting therefrom have the immedi- 
ate attention of company counsel, particularly 
in view of the fact the impact of the Hitaffer 
decision already has been felt in New York 
where it was followed in the recent Passa- 
lacqua case, footnote 15. In addition to 
these substantive legal problems, there are 
many so-called procedural problems which 
require counsel’s attention on behalf of the 
insurer. 





%® Wall v. Studebaker Corporation, 189 N. W. 


2 Novack v. Montgomery Ward & Company, 
198 N. W. 294. 

2 Treat v. Los Angeles Gas & Electric Com- 
pany, 256 Pac. 447. 

2 Holder v. Elms Hotel Company, 92 S. W. 
(2d) 620. 

2 Swan v. F. W. Woolworth Company, 222 
N.Y. B. 2i. 

2 McVey v. Chesapeake & Potomac Telephone 
Company, 138 S. E. 97. 

2% King v. Viscoloid Company, 106 N. E. 988. 

2% Allen v. Trester et al., 199 N. W. 841. 

2 Roxana Petroleum Company v. Cope, 269 
Pac. 1084. 

% Silurian Oil Company v. White, 252 S. W. 
569. 
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Perhaps the most important procedural 
question is whether the company should 
defend a given case, having in mind that it 
is not freed of this contractual obligation 
merely because the complaint does not state 
a cause of action within policy coverage, if 
in fact it is obvious the particular accident 
is within the policy coverage. In other 
words, the insurer is obligated to defend: 
(1) where the accident is one otherwise 
within the policy coverage and (2) provided 
the assured has complied with the policy 
provisions and specified conditions. The 
mere statement of these two factors, how- 
ever, points up preliminary legal problems 
for company counsel in that it cannot ordi- 
narily be known or determined with finality 
whether there is a legal duty to defend. 
Counsel is expected to protect the company 
interests and rights under such circum- 
stances, particularly in the more serious 
type of litigation involving substantial dam- 
age claims, and two avenues are generally 
available, namely, nonwaiver agreement or 
declaratory judgment determining its obli- 


gations, Counsel must decide which course 
to follow. 


The nonwaiver agreement usually pro- 
vides that the insurance company will enter 
the defense to the suit, but disclaims liability 
and reserves the right later to assert a 
breach or lack of policy coverage. Whether 
the nonwaiver agreement, in fact, accom- 
plishes this purpose is a calculated risk 
which often must be taken since there are 
numerous cases holding the agreement in- 
effectual. However, where there is express 
consent by the assured or tacit acquiescence 
by him to a unilateral reservation of rights, 
the company may enter the defense under 
a reservation with relative lack of danger, 
provided (1) the grounds for the asserted 
nonliability under the policy are made known 
to the assured and (2) not too long a time 
is allowed to elapse before nonliability based 
on breach or noncoverage is asserted. Un- 
less these conditions are met, the insurer 
will be deemed to have waived the defense 
based upon the agreement,” or to be estopped 
from asserting it,” on the premise that the 
insurer gained some advantage to the dis- 
advantage of the assured, or that the as- 


* Meyers v. Continental Casualty Company, 
12 F. (2d) 52, 56 (CCA-8). Atlantic Lighterage 
Corporation v. Continental Insurance Company, 
75 F. (2d) 288 (CCA-2). 

* Boston & Albany Railroad v. Reardon, 226 
Mass. 286, 291, 115 N. E. 408, 471. 

"Tracy v. Lincoln, 145 Mass. 357, 360, 14 
N. E. 122, 124: Tuvt v. Aetna Life Insurance 
Company, 261 Mass. 469, 473, 159 N. E. 461. 
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sured changed his position through reliance 
upon the action of the insurer.” 


N INTERESTING and typical case is 

Salonen v. Paanenen, et al.” The plaintiff, 
having recovered a judgment against the 
defendant assured, brought a bill in equity 
to reach and apply the obligation of the 
insurance company under a motor vehicle 
liability policy issued by it to the assured. 
The judge made voluntary findings of fact 
and ordered the bill dismissed. From a final 
decree entered pursuant to this order the 
plaintiff appealed. 


The judgment which the plaintiff sought 
to satisfy stemmed from an action of tort 
brought by her against her sister, the assured, 
to recover for personal injuries sustained 
while riding as a guest in an automo- 
bile owned and operated by the assured. 
The assured held a motor vehicle liability 
policy issued by the company. The policy 
contained a cooperation clause,” and also a 
provision that “no action shall lie against 
the company unless, as a condition prece- 
dent thereto, the insured shall have fully 
complied with all of the terms of this policy.” 


Twelve days after the accident, a repre- 
sentative of the company called upon the 
assured and obtained from her a statement 
of what she knew about the accident. The 
statement was read back to her and she 
stated that it was true and correct but re- 
fused to sign it until it had been approved 
by her husband. The latter withheld his 
approval and assured never signed it. When 
the case came up for trial before an auditor, 
the assured repudiated material portions of 
the statement and corroborated a substan- 
tially different version of the accident given 
by the plaintiff. 


Following the auditor’s hearing and be- 
fore his finding, the company wrote the as- 
sured advising her that it would not satisfy 
any judgment that might be rendered against 
her and that it reserved all rights and defenses 
which it had under the policy, assigning as 
its reasons that the assured had failed to 
cooperate and that the furnishing of inac- 
curate information with respect to the hap- 





3226 Automobile Cases 635, 320 Mass. 568, 71 
N. E. (2d) 227. 

33 The material portions of this are as follows: 
“Assistance and Cooperation of insured. The 
insured shall cooperate with the company and, 
upon the company’s request, shall attend hear- 
ings and trials and shall assist in effecting 
settlements, securing and giving evidence, ob- 
taining the attendance of witnesses and in the 
conduct of suits,”’ 
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pening of the accident had impeded its 
investigation and preparation of the case for 
trial. The letter also stated that the as- 
sured was at liberty at her own expense to 
engage counsel to protect her interest and 
to have him associated with its counsel, and 
that the company would continue the de- 
fense of the case under its reservation of 
rights. 


‘EVERAL weeks later the company wrote 
to the assured informing her that the audi- 
tor had found for the plaintiff in the amount of 
$2,400 and that it would continue in the de- 
fense of the action subject to the reservation 
previously made. The letter also stated that 
she was at liberty to engage her own coun- 
sel as previously advised but at her own 
expense. The case was then tried to a jury, 
which returned a verdict in an amount 
slightly larger than that found by the audi- 
tor. After judgment was entered the com- 
pany informed the assured that pursuant to 
its reservation of rights it would not honor 
the execution. 


The company found itself on the horns 
of a dilemma through no fault of its own. 
If it continued to defend the case, it ran 
the risk of losing its right to disclaim later. 
If it severed its connection with the case, 
it also ran the risk of incurring liability to 
its assured. Under the policy the company 
had agreed to defend all suits, including 
those that were groundless or fraudulent, 
which were brought against the assured as 
respects insurance afforded by the policy. 
If without excuse the company refused to 
defend or defended negligently, it would be 
liable to the assured. To avoid this dilemma 
the company chose the course adopted here 
and notified the assured that it would rather 
defend under a reservation of rights. The 
assured was seasonably apprised of the com- 
pany’s position and, therefore, not lulled into 
a false sense of security or deprived of her 
opportunity to defend or induced to do any- 
thing different from what she otherwise 
would have done, to her detriment. Had 
the company abandoned the defense in the 
middle of the auditor’s hearing the assured 
would have been in a serious predicament, 
for it is very unlikely that she could have 
secured counsel on such short notice who 
could have conducted her defense adequately. 
For these reasons the decree was affirmed. 


Where a company intends to reserve its 
right to repudiate liability at the end of a 
case, the reservation must be consented to 


% 203 App. Div. 118, 196 N. Y. S. 383. 
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by the assured. This consent may be either 
expressed or inferred from the acquiescence 
of the assured. But at all times the reser- 
vation must be timely and consented to. 


For example, the case of Farrell v. Mer- 
chants’ Mutual Automobile Liability Insurance 
Company™ is a typical case in which the in- 
surer was held to have waived the assured’s 
breach of a policy condition. The action 
was brought to recover on a policy of in- 
surance against liability for accidents caused 
by the operation of assured’s automobile. After 
plaintiff was injured by assured’s car, the lat- 
ter notified his broker of the occurrence of the 
accident. The broker informed the agent who 
countersigned the policy. Two weeks later 
a summons and complaint was served on 
assured, who gave them to the broker, who 
took them to the claim agent of the defend- 
ant company. 


The company told the broker that it had 
not received notice of the accident in ac- 
cordance with the conditions of the policy. 
The agent thereupon delivered to the broker 
a receipt for the summons and complaint, 
which contained the following clause: “This 
receipt is given with the understanding that 
the company reserves all rights under its 
delayed notice clause.” The broker did not 
communicate to assured the reservation 
contained in the receipt. 


The company thereupon assumed the de- 
fense of the action and negotiated with 
counsel for the plaintiff for a settlement. 
The claim agent, under the authority of the 
company, made an offer of $1,000 in settle- 
ment. The offer was declined by the plain- 
tiff, who demanded the sum of $4,500. The 
negotiations were unsuccessful and shortly 
before the case was reached for trial the 
company agent served upon assured a written 
notice disclaiming liability upon the ground 
of delayed notice. Notwithstanding the no- 
tice, the company continued to defend; the 
trial resulted in a verdict for the plaintiff 
for $7,500. Judgment was entered; execution 
was issued and returned unsatisfied on ac- 
count of the insolvency of the assured. 


Plaintiff thereupon brought this action. 
The company presented the defense of the fail- 
ure of the assured to comply with the provision 
of the policy which required the assured to 
give immediate written notice of the accident 
to the company at its home office or to the 
agent who countersigned the policy. This 


(Continued on page 822) 
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Federal Legislation 


The Senate has passed, and cleared for 
Presidential signature, H. R. 2562, the effect 
of which will be to enable marine insurance 
companies and mutual fire insurance com- 
panies issuing perpetual policies to obtain 
the same invested capital credit for excess 
profits tax purposes as other insurance com- 
panies taxable under Section 204 of the In- 
ternal Revenue Code. The bill, which passed 
the House July 16, 1951, and the Senate Oc- 
tober 1, 1951, would delete from Internal 
Revenue Code Section 437 (c) the paren- 
thetical phrase “(other than mutual and other 
than life or marine)” and would insert in 
lieu thereof “taxable under the provisions of 
section 204.” 


Section 335 of the Senate version of the 
Revenue Bill of 1951 provides a formula dif- 
ferent from the House “stopgap” formula 
for the taxation of life insurance companies 
in 1951. Under the Senate provision the in- 
come tax is in general to be 3.75 per cent 
of so much of the net investment income of 
each company as is not in excess of $200,000, 
and 6.5 per cent of the amount over $200,000. 
For those companies with accident and health 
insurance an appropriate adjustment is made 
so that the tax computed at the 3.75 per 
cent and 6.5 per cent rates is approximately 
the same as a tax at the ordinary 27 per cent 
and 52 per cent rates on the income (deter- 
mined as before) from that part of their 
business. As. under the present stopgap 
formula, adjustments are made for exempt 
interest and the credit for dividends received. 
Chairman George of the Senate Finance 
Committee said his group was not satisfied 
with this plan as a permanent basis for tax- 
ing life insurance companies and had re- 
quested the Treasury and joint committee 
staffs to make further studies on the matter. 


What the Legislators Are Doing 
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The Senate voted also to tax the income 
of mutual savings banks derived from their 
life insurance business under the formula ap- 
plicable to life insurance companies instead 
of under the regular corporate rates. 


State Legislation 


Agents ... Filing of agents’ certificates 
by a domestic insurer in New Jersey now 
requires a $2 fee, instead of $1 as formerly. 
The fee for foreign insurers remains the 
same ($2). If a licensed agent is to be 
authorized to countersign policies by an 
attorney (or attorneys) in fact, the name of 
the person authorized to act as such at- 
torney must be stated in the certificate or in 
a separate certificate duly executed (Chap- 
ter 318, Laws 1951, approved July 17, 1951). 
. . . Wisconsin’s law relating to insurance 
agents’ licenses has been amended: the term 
“agent” has been defined, and the manner 
of application for an agent’s license is set 
forth, as well as other regulations concern- 
ing licenses. The law does not apply to 
agents for life insurance or town mutuals, 
clerical help and persons selling incidental 
transportation insurance (Chapter 574, Laws 
1951, approved July 6, 1951)... . Net pre- 
miums, on which Missouri agents must pay 
a tax where they reecive premiums for ex- 
cess insurance, have been defined as gross 
premiums less canceled or returned pre- 
miums actually paid or credited (S. B. 113, 
approved August 7, 1951). 


Aviation Insurance . . . The Wisconsin 
aeronautics commissioner has been author- 
ized to enter into contracts of insurance in 
connection with chartered flights sponsored 
by commission-approved educational insti- 
tutions in the interest of aviation education 
(Chapter 459, Laws 1951, approved June 
27, 1951). 
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Complete Coverage for Homes ... In 
order to afford more complete insurance 
coverage for dwelling houses in Massa- 
chusetts, fire insurers which have been in 
business for ten years and which are au- 
thorized to transact the kinds of business 
specified in Clause 1 of Section 47 may now 
insure against any and all kinds of loss or 
damage to real property used for dwelling 
purposes, and its contents. Such insurers 


must have a surplus of $475,000 or make 
reinsurance arrangements satisfactory to 
the Commissioner of Insurance (Chapter 
510, Laws 1951, approved July 17, 1951). 


Driver Training Insurance . . . The Cali- 
fornia Department of Education may insure 
employees of state colleges and students 
instructed by them against liability for in- 
juries or damages resulting from the negli- 
gent operation of a motor vehicle in 
connection with the giving of driving in- 
struction within the curricula of the state 
college (Chapter 1640, Laws 1951, approved 
July 20, 1951). 


Fiduciaries’ Investments . . . In Wiscon- 
sin, fiduciaries, with the permission of the 
court, may retain and pay premiums on an- 
nuities, endowment policies, life insurance 
policies and accident and health policies 
benefiting the beneficiary of the trust or 
the ward or their dependents (Chapter 579, 
Laws 1951, approved July 6, 1951). 


Life Insurance . . . In the future no 
policy of life insurance may be issued in 
Connecticut if it shall purport to be issued 
or to take effect as of a date more than six 
months before the application for the insur- 
ance was made if thereby the applicant 
would rate at an age younger than at the 
date when the application was made accord- 
ing to his age at nearest birthday (Public 
Act 309, Acts 1951, approved July 9, 1951). 


Loans ... Insurer’s loans in Connecticut 
may now be secured by mortgages of lease- 
holds as well as unencumbered real estate; 
and mineral, oil and timber rights, drainage, 
irrigation and other unencumbered liens, 
zoning restrictions and restrictive covenants 
shall no longer be considered encumbrances 
within the meaning of the investment provi- 
sions. The amendment further provides 
that the acquisition or ownership of bonds, 
debentures, notes or other obligations of 
corporations, or equipment trust securities, 
the purchase of which is not prohibited by 
Section 6170 of the General Statutes, shall 
not be deemed a loan within the meaning 
of the section (Public Act 205, Acts 1951, 
approved July 5, 1951). 
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Medical Service Corporations . . . Con- 
necticut nonprofit medical service corpora- 
tions are now authorized to make payment 
for the professional services of legally regis- 
tered doctors of dental surgery for pertinent 
services provided in subscribing members’ 
contracts (Public Act 330, Acts 1951, ap- 
proved July 9, 1951). 


Taxation ... For the computation of tax 
paid by Missouri insurers who insure em- 
ployers against liability for personal injury 
to their employees, net premiums and de- 
posits, upon which they pay the tax, have 
been defined as gross premiums or deposits 
less canceled or returned premiums or pre- 
mium deposits and less dividends or savings 
actually paid or credited. Under a revision 
of Section 148.390 of*Missouri law, all in- 
surers in computing premium tax may de- 
duct from the gross amount of taxable 
income, in addition to other authorized 
credits, canceled and returned premiums ac- 
tually paid or credited, all life insurance 
dividends paid or credited and all fire, 
casualty and other insurance dividends in- 
cluding the unused portion of premium de- 
posits paid or credited. Special regulations 
apply to reciprocals and title insurers (S. B. 
174, approved August 8, 1951). ... The 
interest and dividend tax payable by Con- 
necticut domestic insurers has been assessed at 
4 per cent for 1952 and 3% per cent for 1953 
and thereafter. The tax is 4% per cent for 1951 
(Public Act 302, Acts 1951, July 9, 1951). 


Unlawful Coercion of Insurance... Re- 
quiring as a condition precedent to the 
financing of the purchase of real or personal 
property, or to lending money on the se- 
curity of a mortgage, or to renewing or 
extending a mortgage, that the property be 
insured with a designated insurer has been 
declared unlawful in Pennsylvania, and per- 
sons violating the law shall be guilty of a 
misdemeanor and subject to a fine of $1,000 
and one year’s imprisonment (H. B. 789, 
approved July 19, 1951). 


Wrongful Death . . . The maximum 
wrongful death award in Wisconsin is now 
$15,000 plus $1,500 for each dependent child 
under 15, not to exceed a total increase of 
$7,500 (Chapter 634, Laws 1951, approved 
July 13, 1951). . The $20,000 limit on 
damages recoverable in actions in Con- 
neticut for injuries resulting in death has 
been deleted; the statute now provides that 
an administrator or executor can recover 
from the party legally at fault “just dam- 
ages” plus medical, hospital and nursing 
fees and funeral expenses (Public Act 266, 
Acts 1951, approved July 10, 1951). 
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Liability Insurance— 


“Loading and Unloading” 


Mr. Gowan is general claims attorney 


for the Glens Falls Indemnity Company, | 


Glens Falls, New York. He delivered 
this address before the Committee on 
Automobile Insurance Law of the Sec- 
tion of Insurance Law, American Bar 
Association, September 17, 1951. 


V ERY FREQUENTLY lawyers and cas- 
ualty claims men are confronted with 
the application of the phrase “loading and 
unloading” in liability insurance policies. 
Invariably, honest differences of opinion will 
arise; sometimes—nearly always—between 
the automobile insurer and the general lia- 
bility carrier, but too often between the 
insurer and the assured, his broker or the 
agent or the attorneys for the parties. The 
insurers deplore a situation where the as- 
sured who has admittedly adequate cover- 
age is left in the middle—and have taken 
practical steps to avoid such situations 
where possible. Having a “comprehensive” 
or “CL” policy, or having both the automo- 
bile and the general liability insurance placed 
with the same company, is still the sure way 
of avoiding this trouble. The importance of 
the disputed cases can range, of course, from 
minor injuries or property damage to seri- 
ous accidents involving many deaths or in- 
juries and the destruction, as by explosions, 
of whole buildings—with consequent highly 
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involved litigation. The much-too-numerous 
disputes on small cases are nevertheless re- 
grettable. If this study of the problem in all 
its ramifications tends to minimize such 
arguments by furnishing workable solutions 


for most of the situations, its purpose will 
be fulfilled. 






































Automobile Policy 


The phrase in question does not appear 
in the insuring agreements of the national 
standard automobile policy, but on the dec- 
larations page, in Item 5 (c), where it is 
provided that “Use of the automobile for the 
purposes stated includes the loading and un- 
loading thereof.” (Italics supplied.) 

The foregoing constitutes a definition or 
special application of the word “use” in the 
insuring agreements, I, A and B, which read: 


“To pay on behalf of the insured all sums 
which the insured shall become legally ob- 
ligated to pay as damages . and arising 
out of the ownership, maintenance or use 
of the automobile.” (Italics supplied.) 




































































































































Comprehensive (CL) Policy 


Since this contract provides both auto and 
general liability coverage, no mention of 
loading and unloading is necessary except 
with respect to Coverage C (Property Dam- 
age Liability—Except Automobile (that is, 
miscellaneous property damage liability cov- 
erage which is optional for an additional 
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premium)). Exclusion (e) there eliminates 
insurance for “automobiles while away from 
premises owned, rented or controlled by the 
named insured or the ways immediately ad- 
joining or the loading and unloading thereof.” 
(Italics supplied.) 


For emphasis: the exclusion in the CL 
policy applies only to property damage other 
than automobile, and even then not to “op- 
erations performed by independent contrac- 
tors” for which the insured might be charged 
with liability. 


Comprehensive General Liability 
(CGL) Policy 


The automobile hazard is excluded in the 
CGL contract as follows: 


“EXCLUSIONS 

“This policy does not apply: 
“(b) except with respect to operations 
performed by independent contractors, to 
automobiles while away from such 
premises or the ways immediately adjoining 
or the loading or unloading thereof.” 

(Italics supplied.) 


However, this policy implies coverage for 
certain “pick-up and delivery” hazards (not 
involving the loading and unloading of autos), 
by defining one of the hazards as follows: 


“CONDITIONS 
“3. Definitions 


“(c) ‘Products Hazard’ means 
(2) operations, if the accident occurs after 
such operations have been completed or 
abandoned at the place of occurrence thereof 
and away from the premises owned, rented 
or controlled by the insured, except (a) 
pick-up and delivery. . . .”* (Italics supplied.) 

The idea here is that “completed opera- 
tions” is not intended to include “pick-up 
and delivery,” even if performed after the 
insured’s work is completed, and such “pick- 
up and delivery” has to be something above 
and beyond automobile loading and unload- 
ing which is excluded (Exclusion (b)). 


Personal Liability Policies 


Comprehensive personal liability (CP) 
and farmers comprehensive personal liabil- 
ity (FCP) policies provide: 


1Similar language appears in the manufac- 
turers and contractors liability policy and other 
policies covering products-completed operations. 
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“EXCLUSIONS 


“This policy does not apply: ... 

“(b) to (1) automobiles while away from 
the premises or the ways immediately ad- 
joining or the loading and unloading 
of any of the foregoing. .’ (Italics 
supplied.) 


Nonstandardized Policies 


The foregoing policy forms have been 
standardized. There remain a few general 
liability forms for which standard language 
has not as yet been adopted, such as owners, 
landlords and tenants and manufacturers 
and contractors policies. However, each of 
these policies excludes the hazard of “auto- 
mobiles while away from the premises or 
the ways immediately adjoining, including 
the loading or unloading thereof,” as pro- 
vided in the manual of the National Bureau 
of Casualty Underwriters and other manuals. 


Origin and Intent of Phrase 


Very early in the history of liability insur- 
ance the phrase under discussion came into 
standard use. Its original purpose was to 
broaden the coverage of auto liability poli 
cies beyond the actual “use” of the auto- 
mobile. It was designed and intended, of 
course, that an automobile hazard should 
be covered by an automobile policy and not 
by a general liability policy. The under- 
writers then probably had in mind some- 
thing not even as broad as the “coming to 
rest” idea of coverage, as explained below. 
They certainly did not dream that the load- 
ing or unloading of an automobile could be 
extended by the courts so as to produce 
some of the court decisions listed in Ap- 
pendix A?® which covers mostly ‘complete 
operations” cases wherein a broad interpre- 
tation was accorded to this phrase in order 
to hold the automobile insurer. 


It should be carefully noted that several 
of the early policies specifically covered “de- 
livery” or “commercial delivery.” (See Ap- 
pendix A (15), (30) and (34) and Appendix 
B (14) and (17).) Others completely omitted 
the phrase “loading and unloading.” (See 
A (31) and B (5), (12), (13) and (19), as 
noted in the opinions of the courts, and having 
much to do with the decisions.) The addi- 
tion of “delivery” was certainly indicative 
that “unloading” did not include delivery. 
If so, when “delivery” was deleted, pre- 


2 Citation references are to Appendices A and 
B, wherein the cases are numbered. 
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sumably the intent was not to cover that 
hazard. Actually, when the automobile has 
ceased to be a factor in the delivery oper- 
ations and transportation or delivery pro- 
ceeds by other means or where the accident 
occurs long after the goods have been de- 
posited or after the automobile has gone 
away, the hazard is properly allocated to 
a general liability policy which, as shown, 
does not exclude (and therefore covers) 
nonauto “delivery” and “pick-up.” This 
point has escaped the majority of courts, 
some of which, however, have noted the 
distinction between these terms. (160 A. L. 


R. 1260, 1.) 


Undoubtedly, also, the underwriters in- 
tended, in choosing the phrase “loading and 
unloading,” that whatever one policy cov- 
ered the other excluded; they did not 
desire overlapping or concurrent coverage. 
This point, of course, has been judicially 
recognized in many of the cases. 


Connecticut Indemnity v. Lee, A (7), was 
a declaratory action by an auto carrier 
against a general insurer. “A decision in 
favor of one insurance company amounts 
to a decision against the other,” said the 
court, which ruled against the plaintiff in- 
surer (following the Massachusetts rule 
that there must be a causal relation between 
the unloading and the accident). The 
driver pulled up at the curb to make a de- 
livery, opened sidewalk elevator doors pre- 
paratory to delivery of packages, and turned 
to his truck to get a package when the 
claimant tripped over the doors and fell in. 
Unquestionably the decision in favor of the 
general liability insurer was correct. The 
unloading clause was designed to cover 
exactly such a hazard. Opening the doors 
“was an integral part of the unloading proc- 
ess,” as the opinion says. 

Likewise, in the famous Utah case of 
Pacific Automobile Insurance Company v. 
Commercial Casualty Insurance Company, 
A(34), under the policy language as stated by 
the court, the auto policy expressly included 
“Commercial Delivery” and the liability 
contract “expressly excluded delivery 
of goods,” so that there should have been no 
difficulty in deciding otherwise than against 
the auto insurer on the facts. In this lead- 
ing case, the insured likewise opened trap 
doors through which a blind man fell. The 
truckmen had just unloaded beer kegs to 
the sidewalk preparatory to lowering them 
into the basement. It is submitted that a 





3 See the earlier effort of the writer, ‘‘Loading 
and Unloading,’’ Best’s Fire and Casualty News, 
May, 1947. 
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liability contract expressly excluding “de- 
livery” would be unusual, but perhaps this 
one did. Even if it did not, the decision 
here in favor of the liability carrier on its 
exclusion of automobiles and the unloading 
thereof is correct. This, of course, was an 
automobile unloading hazard. Compare 
also the Stammer v. Kitzmiller case, B (19), 
contra, where, however, the delivery had been 
completed before the accident happened. 


Crucial Question 


While the courts have said in cases like 
those, and in others, that the intent was 
clear to have the auto insurer take care of 
unloading hazards and the liability carrier 
the remaining “general business” hazards, 
apparently the confusion in the decisions 
has been due to the difficulty in determin- 
ing exactly when unloading ceases and 
“general business” resumes or when loading 
begins and the assured’s “general business 
operations” end. Let us try therefore— 
after classifying these divergent rulings as 
best we can—to formulate some rules for 
the guidance of future disputants over this 
all-important question.* What did the parties 
intend should be the specific insurance fur- 
nished exclusively by the automobile insurer ? 


We shall also consider the novel and yet 
reasonable proposition that where, under 
the facts of some cases, it is practically im- 
possible to state categorically when un- 
loading has ended or loading has begun, in 
such instances let each policy bear a pro- 
portionate share of the loss. 


Definitions 


“Broad Construction” as used _ herein 
means that the automobile policy has been 
construed liberally in favor of the assured 
or, as is often the case, the general liability 
insurer. “Narrow construction,” as used 
herein, limits the auto coverage, thereby ex- 
tending, in close cases, the general liability 
coverage to cases not involving direct use 
of the automobile. “Concurrrent coverage” 
means that if there exists both an auto- 
mobile liability policy and a general or 
public liability policy, in certain cases, each 
policy should contribute pro rata on both 
loss and expense of litigation. “Other In- 
surance Clause” is a condition of all stand- 
ard policies and most others reading: 





“If the insured has other insurance 
against a loss covered by this policy the 
company shall not be liable under this policy 
for a greater proportion of such loss than 
the applicable limit of liability stated in the 
declarations bears to the total applicable 
limit of liability of all valid and collectible 
insurance against such loss.” 

The “Definition of Insured” is Part III 
of the insuring agreement of the standard 
automobile liability policy; it reads in part 
as follows: 

“With respect to insurance for bodily in- 
jury liability and for property damage lia- 
bility the unqualified word ‘insured’ includes 
the named insured and also includes any 
person while using the automobile and any 
person or organization legally responsible 
for the use thereof.” (There is no such 
“omnibus clause” in general or public lia- 
bility (even “comprehensive’’) policies, for 
reasons not easy to explain.) 


“Remote pick-up”, as used herein, means 
operations taking place prior to the arrival 
of the automobile or truck or even after 
such arrival but preliminary to a continuous 
movement towards the truck and having 
no direct or proximate connection with the 
true loading operation or the use of the 
truck itself—not reasonably an automobile 
hazard, although perhaps such operations 
were necessary before the transportation by 
auto could begin. Preloading assembly, 
wrapping, packing or processing goods and 
raising or lowering heavy machinery, etc., 
to the level of the street (where nothing 
attached to the truck is used in the process) 
are commonly general liability hazards. 

“Remote delivery” means operations tak- 
ing place after the automobile has gone or 
even while it remains but having no direct 
or proximate connection with the ultimate 
process of delivery. In such cases, the de- 
livery process involves something more than 
the usual continuous movement of the goods 
from the truck to the point of delivery, be- 
ing complicated by the employment of some 
additional agency such as a device or appa- 
ratus or additional personnel not ordinarily 
carried on the automobile or connected there- 
with, for example, complicated deliveries re- 
quiring use of special machinery or man- 
power or falls or explosions occurring long 
after the truck has left the scene, and caused 
by some condition of the load or goods, not 
by the unloading thereof. Such situations, 
not being reasonable automobile delivery 
hazards, are properly general liability risks 
—even though necessary or essential to the 
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ultimate deposit of the article or things at 
the required spot. 


Rules of Construction 


If only the courts had recognized these 
principles and held that “remote pick-up” 
and “remote delivery” were not covered by 
the auto policy, except by unreasonably 
stretching the commonly understood mean- 
ing of “unloading” or “loading,” we might 
have been spared the present rather deplor- 
able inconsistency of the precedents. 

To be more specific: if only the courts 
had accepted the distinction between “un- 
loading” and “delivery’—or “loading” and 
“pick-up”—as pointed out (but not fol- 
lowed) in American Oil & Supply Company 
v. United States Casualty Company, A (17), 
and followed in St. Paul Mercury Indemnity 
Company v, Standard Accident Insurance 
Company, B (19), our task would be lighter. 
It should be noted further that many courts 
repeat the well-known rules (but do not 
strictly follow them) that “the intention of 
the parties shall control,” that “the terms 
{loading and unloading] are to be taken in 
their plain and ordinary or popular sense” 
and that “the policy of insurance shall be 
construed as a whole.” See discussion at 
160 A. L. R. 1262, 3. Pointing out that 
there is a conflict of authorities on several 
phases, the editor at 160 A. L. R. 1261, 2, 
wrote in his excellent annotation that some 
courts hold that “loading and unloading” is 
ambiguous at least in its context, calling 
for the rule of strict construction against 
the insurer which prepared and offered the 
contract for a consideration (contra profer- 
entem); others have ruled (correctly it 
seems) that this phrase is simple and clear, 
being limited to the risks of unloading or 
loading—as defined in the dictionary. 


It is submitted once more that the am- 
biguity is imaginary; everyone knows that 
“unloading” does not include remote de- 
livery. The trouble is born of the desire to 
rule liberally in favor of the assured— 
probably commendable—but why favor the 
liability insurer as well? 


Coming-to-Rest Rule 


We are indebted to Mr. Larson, Chief 
Justice of the Utah Supreme Court, for his 
careful discussion and classification of the 
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cases up to 1945, in the Pacific Automobile 
opinion, as the “coming to rest” theory and 
“complete operation” rule. He, however, 
followed the latter doctrine, as under the 
former rule the auto policy is given a nar- 
row construction. “Unloading,” according 
to the coming-to-rest rule, he wrote, does 
not extend beyond “the process of removing 
or lifting the article from the truck up to 
the point where the article is first set down 
or ceases in the movement which took it 
from the truck.” 


Also this court said with regard to “load- 
ing” (same rule): “Under this view ‘loading’ 
covers the period of time and events be- 
ginning when the articles are started in 
movement which movement is not inter- 
rupted or broken by rest or pauses until 
the articles are placed in or on the truck.” 

The court cites Stammer v, Kitzmiller, B 
(19), St. Paul Mercury Indemnity Company v. 
Standard Accident Insurance Company, B 
(9), and Jackson Floor Covering v. Maryland 
Casualty Company, B (12), as leading ex- 
ponents of the coming-to-rest rule. One of 
the early decisions in favor of the auto in- 
surer as against the liability carrier was 
that of the Wisconsin Supreme Court in the 
Stammer case (1937). The employees of the 
insured had finished putting the beer in the 
basement and were upstairs having the sales 
slip signed when the claimant fell into the 
unguarded manhole. The lower court held 
(correctly, it is submitted) that both policies 
covered the loss. The appellate court first 
held that the liability insurer had waived 
its right to appeal (which weakens this case 
as a binding precedent in Wisconsin), but 
added, in ruling in favor of an auto company : 


“The precise line at which the unloading 
of the automobile ends and a further phase 
of commerce such as_ the completion of de- 
livery begins after unloading may in some 
cases be difficult of ascertainment, but 
where as here, the merchandise had been 
removed from the truck and considerable 
time had elapsed after anything was done 
which could reasonably be said to be con- 
nected with the actual unloading, there is 
no difficulty in limiting the responsibility of 
the insurer who covers loading and unload- 
ing operations and fixing the liability of an 
insurer who protects against loss arising 
from acts caused by employees of the in- 
sured engaged in the discharge of their 
duties to carry on its work off the insured’s 
premises. While the open hatchway may 
have been a convenience in the process of 
further delivery of the goods, it was not, 
under the facts with which we are dealing, 
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included in the process of unloading the 
truck.” (Italics supplied.) 


Would the decision have been the same 
if the liability insurer had perfected its right 
to appeal? Apparently so. However, even 
this narrow view of the scope of the un- 
loading clause in the auto policy connotes 
that the unloading clause extends the “use” 
of the automobile to include reasonable de- 
livery hazards. The authorities all agree 
that the purpose of the “loading and unload- 
ing” phrase is to extend the coverage be- 
yond the operation or even the physical 
presence of the automobile as a producing 
cause of the accident. 160 A. L. R. 1263. 


The Georgia courts (no cases since 1943) 
have adhered strictly to the coming-to-rest 
doctrine—even, as in American Casualty 
Company v. Fisher, B (1), in cases where 
apparently the insured had no liability in- 
surance to fall back on. They are to be 
commended, although the ruling in favor 
of the auto insurer as against the liability 
carrier is a little hard to understand in 
Ocean Accident Corporation v, Pound Hotel 
Company, B (2). Even there the court 
points out that the oil had been spilled an 
hour before and not while “unloading” but 
while the truck was crossing the sidewalk. 
If the pool of oil had been spilled during 
the unloading process, it is submitted that 
the automobile policy would cover. How- 
ever, pieces of ice dropped during the de- 
livery (Caron v. American Motorists’ Insur- 
ance Company, B (7)), sand spilled on a 
sidewalk (United States Fidelity & Guaranty 
Company v. Breslin, B (6)), and an unlighted 
coal pile in the street (Luchte v. State Auto- 
mobile Mutual Insurance Company, B (15)), 
were all held not to have been covered un- 
der “operation and use” clauses. 


Complete-Operation Rule 


Unfortunately, the trend prior to 1945 
Was against the automobile insurer. Since 
then no court has followed the coming-to- 
rest rule; the unanimous holdings have 
been against automobile liability carriers— 

rather tight cases. The 
majority favors the “complete operation 
rule” which is explained, perhaps conserva- 
tively, at 160 A. L. R. 1267, 8, in the follow- 


ing carefully chosen language: 


sometimes in 


“Giving the ‘loading and_ unloading’ 
clause a somewhat broader construction 
than it has under the ‘coming to rest’ doc- 
trine, some courts take the view that such 
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clause covers the entire process involved 
in the movement of goods from the moment 
when they are given into insured’s posses- 
sion until they are turned over at the place 
of destination to the party to whom delivery 
is to be made. This theory, which may 
appropriately be called the ‘complete oper- 
ation’ doctrine, omits, for all practical pur- 
poses, any distinction between ‘unloading’ 
and ‘delivery’ and between ‘loading’ and 
‘preparatory actions’. 


“Tt should be noted that in all cases apply- 
ing this doctrine the damage complained of 
was held to have occurred during the load- 
ing or unloading operations within the 
meaning of the ‘loading and unloading’ 
clause.” 


An early and leading case, perhaps found- 
ing this rule, is Butte Brewing Company v. 
District Court, A (15). There, however, the 
policy expressly covered “delivery.” Wheeler 
v, London Guarantee Company, A_ (28), 
probably established the broad rule in Penn- 
sylvania (in spite of a lower court’s decision 
contra in Ferry v. Protective Indemnity Com- 
pany, B (16)), that “unloading” includes 
“delivery.” This five-to-two decision ap- 
parently (as deplored by the minority) 
arbitrarily reads “delivery” into a policy 
covering merely “use,” “transportation” and 
“unloading,” on the ground that the truck 
which was across the street with the motor 
idling was still in “use” although tempo- 
rarily out of use at the moment of the acci- 
dent. The truck had deposited a steel 
girder across the sidewalk and the driver 
was waiting for more equipment to enable 
him to complete the delivery when a boy 
stepped on the girder and was hurt. 


Truck Gone—Hazard Remaining 


The cases which involve open coal holes 
or trapdoors in sidewalks, or other such 
hazards or conditions consequent to the un- 
loading—where the accidents occur long 
after the truck has left—always pose an in- 
teresting question. (See A (5) (La.); A 
(6) (Mass.); A (8), Fed. (Mass.); A (12) 
(Miss.); A (13) (Mo.); A (14) (Mo.); A 
(27), Fed. (Ohio); and A (34) (Va.). The 
most recent case of this type, Maryland 
Casualty Company v. Dalton Coal Company, 
A (14), involved a situation where the acci- 
dent was caused allegedly by the driver’s 
negligently replacing a coal hole cover. 
Three and a half hours later the claimant 
fell through the hole and was_ injured. 
Held: under the Missouri case of Schmidt? v, 
Utilities, A (13), where wooden blocks were 
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left on the sidewalk and claimant fell over 
them in the darkness, following the de- 
parture of the truck, that there was no 
reason to believe that Missouri would not 
adopt the complete-operation rule and hold 
the automobile insurer liable for “every 
collateral incident involved in completing 
delivery as a matter of ‘unloading’ ”; that 
“arising out of the use” is to be dis- 
tinguished from “directly connected with 
the use’; the court noted also that the auto 
carrier had sold a “comprehensive auto- 
mobile liability” policy, probably attaching 
some significance to this title of the con- 
tract although not so stating (compare the 
lower court’s finding at 81 F. Supp. 898); 
and that since the auto carrier was elected 
(under this broad construction of the “un- 
loading” clause), it must follow that the 
general liability policy excluded such haz- 
ards (something which the writer holds 
does not follow as the night the day, if the 
term “unloading” is given its popular sense 
in a case like this). The court also held 
that by bringing a declaratory action against 
its assured (a regrettable necessity under 
the declaratory practice) and the general 
liability insurer, the auto carrier was not 
guilty of “vexatious refusal to pay” so as 
to make it liable for the assured’s attorneys’ 
fees, since “there existed two opposing 
arrays of formidable authority” on this topic. 


In 1947 the Massachusetts supreme court 
handed down an interesting decision against 
an automobile insurer which (unfortun- 
ately) had seen fit to sue for a declaration 
as to its liability under the following facts: 
While delivering fuel oil into the tank of a 
residence, the driver permitted it to over- 
flow and spill out on the floor, where three 
hours later it flowed over to the furnace 
and ignited; the fire damaged the house and 
its contents. Held: 


“The insurance company mainly relies 
upon Perry v. Chipouras 319 Mass. 473, 66 
N. E. (2d) 361. In that case we held that 
the presence at rest upon the sidewalk of 
pieces of rope, dropped during the unload- 
ing of boxes which were to be bundled and 
carried into a building, was too remote from 
the operation and use of the motor vehicle. 
In the case at bar the oil was misdelivered 
by use of the pump, which was part of the 
equipment of the truck. The depositing of 
some of the oil upon the cellar floor, and 
not in the tank as intended, occurred during 
unloading. The fire followed as a proxi- 
mate result without the intervention of other 
human act. In these circumstances the fine 
line, which we said in Perry v. Chipouras 
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must be drawn in this type of case, cannot, 
we think, be drawn at the point of time 
when the oil reached the cellar floor. Its 
presence in quantity on the floor was in it- 
self a continuing agency for harm which 
alone could, and in fact did, operate to 
achieve damage to the house. ‘This im- 
presses us as being more nearly analogous 
to those cases where injury was done by an 
object which was in motion out of a motor 
vehicle. [Citing cases.] The judge 
rightly held that the fire damage fell within 
the terms of the policy.” 

See General Accident Corporation v. Hanley 
Oil Company, A (6). The logic here is un- 
assailable. Presumably the decision would 
have gone the other way (in Massachusetts 
but not in Missouri) had the fire been ig- 
nited by human agency (dropping of a 
match) or had someone slipped and fallen 
in the oil. 


“Concurrent Coverage”’ Rule 


Fortunately, courts or arbitrators in states 
having no (erroneous) precedents may take 
a fresh look at the problem. In searching 
for a remedy for the present seemingly un- 
fair discrimination against the auto carrier 
in favor of the liability carrier in these mar- 
ginal cases of pick-up and delivery, it seemed 
easy to demonstrate (although apparently 
only a few cases have alluded to this point 
as yet) that actually the coverage is concur- 
rent under both policies. The common basis 
for the adverse ruling is that the auto con- 
tract’s clause on “loading and unloading” 
is reasonably subject to a broad or a narrow 
construction. Contra proferentem,’ there- 
fore, the auto insurer is liable. However, 
by the same reasoning, the exclusory clause 
of the general policy is equally ambiguous. 
Now under the general rules of contract 
law, the doubtful language of an exception, 
or exclusion, should be construed strictly 
against the party who wrote it... Applying 
this rule, “loading and unloading” or even 
“use” requires a narrow interpretation in 
the exclusion and a broad meaning in an in- 
suring agreement—with the conclusion (in 
doubtful or marginal cases only) that each 
policy should provide full coverage. The 
liability is joint and several. In such cases, 
the “other insurance” clause of each policy 
would require a pro-rata distribution of 


‘If ordinary businessmen reasonably might 
differ, the court will rule against the party 


who drew the contract. See Appendix A as 
indicated. 
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both “loss” and “expense.” Parenthetically, 
to strengthen the argument against the lia- 
bility insurers, most of their pulicies clearly 
cover some “pick-up and delivery” by ex- 
pressly excepting it from the “products- 
completed operations” hazard. It follows 
that, more often than not, such policies 
cover borderline cases, just as the auto poli- 
cies are held to do. 


Implicit in all recent decisions is the de- 
sire to effectuate coverage without unduly 
straining the four walls of the auto policy. 
They demonstrate nicely how this laudable 
purpose may be accomplished—as against 
the automobile insurer. But why stop there? 
The general liability company is equally 
vulnerable. Its exclusion is just as subject 
to compression as the auto carrier’s insur- 
ing agreement is to expansion. Besides, it 
has purposely exposed itself to “remote 
pick-up and delivery,” as shown. 


The courts had no difficulty, for example, 
in the Kentucky case of United States Fidel- 
tty & Guaranty Company v. Breslin, B (6), 
in holding the liability carrier (no auto in- 
surer here) for sand on the sidewalk spilled 
from trucks, or in holding both carriers in 
another case of spilled dirt in Ohio, London 
Guaranty Company v. Shafer, A (27); and 
now (in 1951) the New York courts have 
affirmed a judgment against an auto insurer 
and two general liability carriers jointly and 
severally in Muller v. Sun Indemnity Com- 
pany, A (18). The situation is concisely 
stated in the clerk’s memorandum in the 
court of appeals: 


“Action by Henry Muller, Jr., doing busi- 
ness, etc., against Sun Indemnity Company 
of New York, and the Coal Merchants 
Mutual Insurance Company of New York, 
and another, for a judgment declaring the 
rights and liability of the parties under 
three policies of insurance. 


“The complaint alleged that employees 
of the plaintiff, who was a warehouseman, 
transported a piano by truck from plaintiff's 
warehouse to a residence. While the em- 
ployees were carrying the piano from the 
first floor to the basement, a high-pressure 
gas fitting was allegedly broken and gas 
escaped and exploded with resulting deaths, 
personal injuries, and property damage. 
The plaintiff held liability policies insuring 
against liability incurred in the handling of 


5A provision limiting coverage will be liber- 
ally construed in favor of the insured. Where 
the insuring agreement clearly covers, the ex- 
clusion must clearly exclude, else the risk be 
deemed covered by the policy. 13 Appleman, 
Insurance Law and Practice, 200, 212. 
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household goods away from the insured’s 
premises, and the policies excluded from 
coverage accidents caused in loading or un- 
loading of vehicles. 

“The Appellate Division, 276 App. Div. 
1028, 96 N. Y. S. (2d) 140, modified a judg- 
ment of the Supreme Court so as to declare 
all three defendants liable under their re- 
spective policies and to require them to 
contribute in paying such sums as insured 
might be required to pay as damages, and 
as modified, affirmed it. The court was of 
the opinion that the policies covered the 
insured’s liability for damage arising from 
the accident stated in the complaint, and 
that, at best, the stated provisions presented 
an ambiguity which was to be resolved in 
favor of the insured, and the defendant's 
appeal. 

“Judgment affirmed, with costs. 


“All concur.” (Italics supplied.) 


(The case supports the statement in my 
opening paragraph in regard to the poten- 
tial seriousness of some of these cases.) 
It is interesting to note in that case that 
the auto carrier did not appeal. After this 
ruling the standard exclusion of loading and 
unloading in New York cases must be held 
inapplicable to remote pick-up or remote 
delivery. The point here made by the writer 
is settled in New York. 


Common-Law Indemnity 
and Subrogation 


The foregoing would certainly correct an 
aggravating inconsistency in the current 
court decisions quite satisfactorily. Unfor- 
tunately for the auto insurer, however, un- 
der the “Definition of Insured” clause of its 
policy, it must cover “any person... re- 
sponsible for the use” of the automobile.‘ 
“Use” includes all loading and unloading, as 
shown, The general liability policy does not 
afford any such protection, it does not cover 
(usually) mere employees of the insured as 
does the auto policy. An additional pre- 
mium charge is made for such coverage. 
This situation more and more frequently is 
embarrassing. 

Now, if the named insured’s employee, 
the truckman, negligently injures a third 
party, his employer-insured is liable (re- 
spondeat superior) but has a common-law 
right to indemnity’ for such loss from his 


* Cf. Standard Surety v. Maryland, 100 
N. Y. S. (2d) 79 (1950) (old-form policy, since 
amended (1947)). 

™Not, however, if negligent himself, or in 
pari delicto. 42 Corpus Juris Secundum, Indem- 
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own employee—the primary tortfeasor. The 
latter is an “additional insured” under the 
auto policy but is not protected by the lia- 
bility policy. The general liability insurer 
covers only the employer and it has by 
subrogation * all the rights of the employer 
to indemnity from the negligent employee. 
Consequently, in such cases of remote 
pick-up or remote delivery, while both poli- 
cies cover the employer, the general liability 
insurer may recoup in full (up to its policy 
limits) from the insurer of the primary tort- 
feasor, the truck driver. On this theory, 
the liability companies in the Muller case 
could have “cross complained” and obtained 
an adjudication for complete indemnity to 
its policy limits from the sole auto insurer 
under the New York practice. If you rep- 
resent a general liability insurer as against 
an auto insurer, you should assert this right. 
The modern declaratory and_ third-party 
procedure of the federal and many state 
courts is readily adaptable for this purpose. 
The auto carrier presumably is powerless 
to prevent the impleader action over and 
against the employee because it has only 
partial control over the defense of the 
employer. 


Loading and Unloading— 
Additional Insured—Examples 


Example 1.—A truck driver employed by 
a trucking company is injured by the negli- 
gence of the general liability policyholder’s 
employee, a factory worker, who, by agree- 
ment, is ordered to get on the truck and 
unload it. A heavy bale of burlap is pushed 
off the truck striking this truck driver. 
Such a case is clearly covered by the auto 
policy and just as clearly excluded by the 
factory’s liability policy. (However, if it 
occurs “on the premises” of the liability 
policyholder “or the ways immediately ad- 
joining,” then both policies would provide 
coverage, subject to the right of indemnity, 
as above explained, when the sole respon- 
sibility would still rest upon the auto in- 
surer.) In any event, the factory worker 
(and his employer) is covered as an “addi- 
tional insured” by the auto policy and, 
therefore, the auto insurer must pay its own 
assured’s employee’s damages! Such claim 
is not excluded because the “employee of 
the insured” exclusion applies only to the 
party against whom the claim is made or 
nity, Sec. 21; 27 American Jurisprudence, In- 
demnity, Secs. 18, 19. 


*Cf. Maryland v. Aetna, 191 Va. 225, 60 S. E. 
(2d) 876 (1950). 


I L J — October, 1951 





suit | 
or al 

Ex 
B tr 
comp 
polic’ 
crate 
gentl 
Six h 
a fac! 
opera 
pays; 
bility 
cision 
(but 
both 
“unlo 
movil 


Prac 


In‘ 
remot 
cludit 
denta 
cover 
rier. 
shoul 
icy ea 
ing” — 


soon f 


In | 
pick-t 
loadin 
the a 
liabili: 
is dar 
to the 
cision: 
rule y 
auto 
Appet 


In |] 
erage 
policy 
rule a 


(b) 
(1) in 
type, 
case o 
or nol 
and ur 


(c) 
policie. 
omme! 


® Pres 
Cf. St 
named 
the tor 


“Load 


ldi- 
ind, 
wn 
aim 
. of 
the 
. or 


In- 


suit is brought and not to the policyholder 
or any other insured in this case.’ 


Example 2.—A truck driver employed by 
B trucking company, insured by X auto 
company, and also by a general liability 
policy in Y liability company, carried a 
crated machine into a factory and negli- 
gently set it down on a ramp so as to rock. 
Six hours later, it rocked over and injured 
a factory worker. Held: (a) In “complete 
operation” states: X auto company alone 
pays; (b) in “coming to rest” states: Y lia- 
bility company alone pays; (c) in “no de- 
cision” states: X auto company alone pays 
(but B trucking company is protected by 
both policies). (This should be a marginal 
“unloading” case, but compare the piano- 
moving and open-coal-hole cases.) 


Practical Suggestions for Guidance 


In Complete-Operation-Rule States.—Thie 
remote pick-up and delivery of goods in- 
cluding all operations necessary or inci- 
dental to such “use” of the automobile are 
covered exclusively by the automobile car- 
rier. The general liability carrier, if any, 
should be dismissed—particularly if its pol- 
icy expressly excludes “loading and unload- 
ing’—but the concurrent-coverage rule may 
soon find favor. 


In Coming-to-Rest-Rule States.— Remote 
pick-up and delivery (marginal cases of 
loading and unloading) are not covered by 
the auto policy. Consequently, the general 
liability policy, if any, will apply. (There 
is danger that such states may swing over 
to the complete-operation rule in later de- 
cisions or else to the concurrent-coverage 
rule with the result in most cases that the 
auto carrier stands the whole loss.) See 
Appendix B for examples. 


In No-Decision States—Concurrent-Cov- 
erage Rule?—(a) With an auto liability 
policy (alone), apply the complete-operation 
rule and pay (if otherwise liable). 


(b) With general liability policy (alone), 
(1) in a clear case of the coming-to-rest 
type, decline coverage; (2) in a marginal 
case of remote pick-up or delivery, whether 
or not policy expressly excludes “loading 
and unloading,” pay. It is probably covered. 

(c) With both auto and general liability 
policies the concurrent-coverage rule is rec- 
ommended. (1) If the damage results from 


*Present language of standard auto policy. 
Cf. Standard Surety case, footnote 6. The 
named assured’s driver sued the employer of 
the tortfeasor (the latter being impleaded by 


“Loading and Unloading” 


the sole negligence of an employee of the 
named insured on the liability policy, the 
auto policy provides primary coverage, as 
explained (but both policies protect the 
named assured). (2) If the named assured 
(auto policy) was personally negligent, ap- 
ply the concurrent-coverage rule whereby 
each carrier contributes pro rata (applicable 
in marginal cases only). 


See appendices. 


Need for Revision—Procedure 


In spite of the vastly increased automobile 
liability and general liability insurance busi- 
ness in all states—many of which have not 
ruled on our question—the number of “load- 
ing and unloading” decisions has fallen off 
until such cases are comparatively rare 
today. Probably so much has already been 
written and adjudicated that the policy 
language has gradually acquired a more 
generally accepted meaning. It has been 
shown that this phrase is never construed 
literally and there was never any intent that 
it should. That is our premise, 


It is submitted, however, that lawyers 
and laymen, insurers and assureds, brokers 
and agents will continue to cross swords 
on this question until such time as the 
phrase “loading and unloading” is further 
clarified; and that until this is done, with 
disputes arising almost daily in large claim 
offices, liability insurance is going to suffer 
in the eyes of the public. 


The awkward fact remains that under the 
declaratory judgment procedure it is neces- 
sary to join the policyholder (who admit- 
tedly has adequate coverage) before the 
dispute can be adjudicated. Certainly, when 
two carriers are embroiled they should take 
the necessary steps to prevent their mutual 
assured from being brought in. This, of 
course, may be done by stipulation or agree- 
ment or by one carrier’s paying the loss and 
being suborgated (either by loan receipt or 
other agreement, after a suitable demand 
and reservation of rights against the re- 
calcitrant insurer) to all the rights of the 
assured against this other carrier. Actually 
no agreement is necessary; the subrogation 
condition of the standard policies, as well as 
the substantive law, protects the willing 
carrier, which, after notice to the other 
insurer, may sue in its own name. Loan 
receipts, etc., enable such an insurer to sue 


the employer or his general liability carrier). 
Held: the old policy excluded coverage under 
‘Definition of Insured.’’ (The present policy 
would have covered.) 
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in the name of its assured in New York 
and many states; in others the assured may 
sue “for the use” of the insurer, 


Suggested Amendments 


Any revision should define and delimit 
the scope of the operations intended by 
“loading and unloading.” Here the drafts- 
men might well sacrifice brevity for clarity. 
The contracts are already so cumbersome, 
however, that additional definitions have 
been “tabled” in the hope that time might 
erase the need. It is submitted that the 
automobile underwriters now are agreed 
that their policies cover direct pick-up and 
direct delivery while the general liability 
underwriters heartily wish to exclude such 
operations when incidental to the use of 
automobiles. If so, why not substitute the 
following clauses? 


Automobile: “Use of the automobile for 
the purposes stated includes direct pick-up 
and direct delivery therewith.” 


General Liability: “This policy does not 
apply: to automobiles while away 
from the premises or direct pick-up 
and direct delivery therewith.” 


Conclusion 


Certainly, no hard-and-fast rules can be 
applied to these loading and unloading 
cases. This study of the problem—and 
further practical experience—may reveal the 
need for some policy revisions. Meanwhile, 
study the decisions in your own jurisdiction 
and follow them as best you can. Judicial 
interpretations to date have hardly clarified 
the issues, although some have been well 
reasoned and have ascribed a_ technical 
meaning to the language in certain states. 
Confusion and misunderstanding among 
both attroneys and lay adjusters or home 
office counsel and producers still abound. 
The appended digest of cases too often 
reveals either a disappointed or disgusted 
policyholder “let down” by the very in- 
surance men who promised him so much 
when he was sold his policy, or else the 
disgraceful spectacle, under the latest de- 
cisions, of a general liability insurer walking 
away scot-free with a dismissal from a 
hazard which its policy was specially de- 
signed to cover—just because a vulnerable 
automobile insurer turned up! The drop 
in recent cases is somewhat encouraging. 
Strictly automobile hazards, including direct 
pick-up and delivery operations, are prop- 
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erly allocated to auto policies; all other 
claims belong to liability policies. Every 
effort should be bent to this result by 
counsel and court. 

Emphasis has been placed upon the too 
common misapplication of the rule of 
contra proferentem against the auto carrier 
but not the other in those impossibly close 
cases, The procedure or strategy for en- 
forcing a more reasonable distribution has 
been suggested. The liability policy, also 
by the way, should cover employees while 
acting within the scope of their employment 
—just as the auto policy does—reestablish- 
ing concurrent coverage in “indemnity” 
cases involving indirect or postunloading 
delivery and preloading pick-up or on-the- 
premises, etc., accidents. 

My point is that while no concurrent 
coverage was or is ever intended by the 
insurers, since the courts are bound to apply 
the most elementary rules for the construc- 
tion of contracts in some (but not all) these 
“loading and unloading” cases and to apply 
them equally against both companies, they 
are constrained to find joint and several 
liability against them. If so, the need for 
more clarity of expression should be apparent. 


Some of you who encounter these ques- 
tions almost daily, as many large claim 
offices do, will join me in saying: “O for 
the not-too-far distant day when completely 
comprehensive policies will resolve our 
difficulties once and for all!” [The End] 


Following are two appendices containing 
decisions on loading and unloading, includ- 
ing cases on “arising out of the use of 
automobiles.” (See also 160 A. L. R. 
1259-1278.) 


Appendix A— 
‘Complete Operation” 
or Broad Auto Coverage 


(Rulings are against the automobile in- 
surer unless otherwise stated. (Note: (one) 
or (two) indicates the number of policies 
involved.) ) 


(1) Fed. (Ala.)—St. Paul Mercury In- 
demnity Company v. Crow, 28 AUTOMOBILE 
CasEs 611, 164. F. (2d) 270 (1947). Fire 
during oil delivery. (One.) 

(2) Ark.—Owens v. Ocean Accident & 
Guarantee Corporation, 194 Ark. 817, 109 
S. W. (2d) 928 (1937). Carrying woman on 
stretcher to ambulance. (One.) 

(3) Fed. (Cal.)—Maryland v. Tighe, 1 
AvuTOMOBILE CasEs 223, 29 F. Supp. 69 
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(1939), aff'd 115 F. (2d) 297. Helper on foot 
during delivery bumped into pedestrian 
while returning for another load. (One.) 


(4) Ill.—Coulter v. American Employers’ 
Insurance Company, 29 AUTOMOBILE CASES 
93, 333 Ill. App. 642, 78 N. E. (2d) 131 
(1948). Sidewalk doors raised to remove 
garbage. (One.) 

(5) La—Lang v. Jersey, 172 So. 389 (Ct. 
of App., 1937). Bottle broke; pieces left 
in culvert; a week later boy cut foot. Lia- 
bility company defended under reservation, 
collected from teams carrier. “Loading.” 
(Two.) 

(6) Mass.—General Accident Fire & Life 
Assurance Corporation v. Hanley Oil Com- 
pany, 26 AUTOMOBILE CASES 1036, 321 Mass. 
72, 72 N. E. (2d) 1 (1947). Fire three 
hours after oil delivered, held “use.” (One.) 
(But see B (7) and (8).) 


(7) Fed. (Mass.)—Connecticut Indemnity 
Company v. Lee, 29 AUTOMOBILE CaSEs 859, 
168 F. (2d) 420 (1947). Opening sidewalk 
doors. “Unloading” extends the “use” clause. 
Massachusetts rule: causal relation between 
“use” and injury. (Unloading seems clear.) 
Aff’'g 28 AuTomosILeE CAsEs 1002, 74 F. 
Supp. 353. Contra proferentem in lower 
court only. (Two.) 

(8) Fed. (Mass.)—Maryland Casualty 
Company v. United Corporation of Massachu- 
setts, 8 AUTOMOBILE CASEs 1084, 35 F. Supp. 
570 (1940). Insurer prevailed because ex- 
plosion resulted from negligence in repair- 
ing pipes and not from oil delivery. Rule 
implied. (One.) 

(9) Mass.—Kennedy v. Consolidated Motor 
Lines Inc., 15 AUTOMOBILE CASEs 476, 312 
Mass. 845, 43 N. E, (2d) 121 (1942). Haul- 
ing barrel with rope attached to truck. 
Held: “operation.” (No insurance involved.) 


(10) Mass.—Mullen v. Hartford Accident 
& Indemnity Company, 287 Mass. 262, 191 
N. E, 394 (1934). Crankcase oil leak; 
pedestrain slipped; car not there; “opera- 
tion or use.” (One.) (But see B (7) and 
(8).) 

(11) Mass.—Diggins v. Theroux, 314 Mass. 
735, 51 N. E. (2d) 425 (1943). Placing 
showcase on truck; held: “operation.” (No 
insurance involved.) 


(12) Miss—Merchants Company v. Hart- 
ford Accident & Indemnity Company, 187 
Miss. 301, 188 So. 571 (1939). Poles used 
to extricate truck from ditch left lying in 
road. “Operation.” (Liability in the alter- 
native conceded.) (Two.) 


(13) Mo.—Schmidt v. Utilities, 21 Auto- 
MOBILE CASES 24, 353 Mo. 213, 182 S. W. 
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(2d) 181 (1944). Blocks left on sidewalk; 
pedestrian fell after truck had gone. Held 
“use.” (One.) 

(14) Fed. (Mo.) — Maryland Casualty 
Company v. Dalton Coal Company, 34 Auto- 
MOBILE CASEs 764, 184 F. (2d) 181 (Septem- 
ber, 1950), aff’g 31 AuTomosILE CAsEs 83, 
81 F. Supp. 895. Driver negligently replaced 
coal hole cover. (Two.) 


(15) Mont.—Butte Brewing Company v. 
District Court, 6 AUTOMOBILE CaASEs 963, 110 
Mont. 250, 100 Pac. (2d) 932 (1940). Side- 
walk doors. “Unloading” and “use.” Auto 
policy expressly covered delivery. (Two.) 

(16) N. J.—Turtletaub v. Hardware, 62 
Atl. (2d) 830 (DC, 1949). Delivery with 
hand truck carried on auto. (Contra pro- 
ferentem implied.) But cf. B (12).) 


(17) N. J.—American Oil & Supply Com- 
pany v. United States Casualty Company, 9 
AUTOMOBILE CAsEs 512, 19 N. J. Misc. 7, 
18 Atl. (2d) 257 (1941). Bottle of nitric 
acid broke in buliding while being de- 
posited. “Unloading” is extension of “use.” 


(But see B (12) and (13).) 


(18) N. Y.—Muller v. Sun Indemnity Com- 
pany, 7 FIRE AND CASUALTY CAsEs 130, 276 
App. Div. 1028, 96 N. Y. S. (2d) 140 (1950), 
aff'd 302 N. Y. 634, 97 N. E. (2d) 760. 
Moving piano downstairs; hit gas pipe; ex- 
plosion. Ambiguity, contra proferentem. Con- 
current coverage! (Three.) 


(19) N. Y.—Krasilovsky v. Maryland, 54 
N. Y. S. (2d) 60 (1945). Rope to winch on 
truck; lowering machine in elevator. “Un- 
loading” and “use.” (One.) 


(20) N. Y.—Roche v. United States Fi- 
delity & Guaranty Company, 247 App. Div. 
335, 287 N. Y. S. 38, aff’d 273 N. Y. 410 
(1936). While getting gas, insured’s match 
caused explosion. “Maintenance and use.” 
(One.) 

(21) N. Y—B. & D. Motor Lines v. 
Citizens Casualty Company, 181 Misc. 985, 43 
N. Y. S. (2d) 486 (1943), aff’d 267 App. 
Div. 985, leave den. 268 App. Div. 755. 
Truck driver used hand truck (jigger) to 
deliver in building. Complete delivery. (One.) 


(22) N. Y.—United Mutual Fire Insurance 
Company v. Jamestown Mutual Insurance 
Company, 242 App. Div. 420, 275 N. Y. S. 
47 (1934). Gas spilled on floor caused fire. 
“Maintenance and use.” (One.) (Compare 
Steir v. London, 227 App. Div. 37, 237 
N. Y. S. 40 (1929).) 

(23) N. Y.—Forgion v. Travelers Insur- 
ance Company, 9 AUTOMOBILE CasEs 636, 
260 App. Div. 1031, 24 N. Y. S. (2d) 366. 
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Passenger tripped over stanchion before 
boarding bus. “Maintenance and _ use.” 


(One.) 


(24) Fed. (N. Y.)—(American) Lumber- 
men’s Mutual Casualty Company v. Schoen- 
feld, 17 AuToMosILe Cases 270 (1943). Cellar 
doors; incidental to unloading and complete 
delivery. (One.) 


(25) Ohio—Bobier v. National Casualty 
Company, 20 AuTOMOBILE CAses 544, 54 
N. E. (2d) 798 (1944). Moving furniture in 
and out. “Loading” and “use” include com- 
plete delivery. Ambiguity, contra proferen- 
tem. (Two.) 


(26) Ohio—Thompson v. Hardware In- 
demnity Insurance Company of Minnesota, 
21 AutomosiLe CAsEs 217, 74 Ohio App. 
350, 58 N. E. (2d) 809 (1944). Blowing 
insulation from truck through hose on 
sidewalk, “Unloading and use.” (Two.) 


(27) Fed. (Ohio)—London Guarantee & 
Accident Company v. Shafer, 10 AUTOMOBILE 
Cases 164, 35 F. Supp. 647, 142 A. L. R. 
15 (1940). Overloading truck with dirt: 
auto policy. Failure to sweep up, ete.: 
general liability policy. Joint and several 
liability. (Cf. A (18)'and B (6).) (Two.) 


(28) Pa—IVheeler v. London Guarantee 
& Accident Company, 292 Pa. 156, 140 Atl. 
855 (1928). Steel girder across sidewalk; 
truck other side of street. Unloading in- 
cludes delivery into building. (Cf. B (16).) 
(One.) 


(29) Pa—Iashington etc. v. Maher, 31 
Del. Co. (Pa.) 575. Annotation, 160 A. L. R. 
1273. Sidewalk doors raised to remove 
kegs. (One.) 


(30) Fed. (Tenn.) — Maryland Casualty 
Company v. Cassetty, 11 AUTOMOBILE CASEs 
202, 119 F. (2d) 602 (1941). Coal dumped 
in street; truck nearby. Policy expressly 
covered “delivery and use.” (One.) 

(31) Tex.—Panhandle Steel Products Com- 
pany v. Fidelity Union Casualty Company, 
23 S. W. (2d) 799 (Civ. App., 1929). Iron 
beam removed from truck across sidewalk. 
“Use” includes delivery. (No unloading 
clause.) (One.) 


(32) Tex.—American Employers’ Insurance 
Company v. Broch, 31 AUTOMOBILE CASES 
622, 215 S. W. (2d) 370 (Civ. App., 1948). 
Sidewalk doors opened for garbage collec- 
tion. Contra proferentem. (One.) 

(33) Fed. (Tex.)—Red Ball Motor Freight 
Company v. Employer’s Mutual Liability In- 
surance Company, 36 AUTOMOBILE CaSEs 263, 
189 F. (2d) 374 (CA-5, May, 1951). Driver 
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filled gas tank and drove away leaving 
premises valve open; explosions from gas 
running in street. Held: Arose “out of 


.Mmaintenance and use.” (One.) 


(34) Utah—Pacific Automobile Insurance 
Company v. Commercial Casualty Insurance 
Company, 23 AvuTOMOBILE CASEs 553, 108 
Utah 500, 161 Pac. (2d) 423, 160 A. L. R. 
1251 (1945). (Leading case.) Sidewalk man- 
hole. Kegs removed from truck. Auto in- 
surer paid, then sued liability carrier, Its 
policy seems to have expressly included 
“commercial delivery.” Held: liability policy 
excluded this, specifically, (Did it? Opin- 
ion practically concedes the concurrent 
coverage here.) (Two.) 


(35) Va.—London Guarantee & Accident 
Company v. White, 30 AUTOMOBILE CAsEs 139, 
188 Va. 195, 49 S. E. (2d) 254 (1940). Em- 
ployees shoveling coal into manhole; truck 
moved away; pedestrian fell. (One.) 


Appendix B—'‘Coming to Rest’’ Rule 


(Decisions are in favor of the automobile 
insurer unless stated otherwise.) 


(1) Ga.—American Casualty Company v. 
Fisher, 16 AutomopILe CAsEs 456, 195 Ga. 
136, 23 S. E. (2d) 395 (1942). Adding ma- 
chine left on wing of desk fell on injured’s 
foot when old machine was lifted off, Policy 
expressly covered delivery and unloading. 
Machine “had come to rest.” (One.) 


(2) Ga.— Ocean Accident & Guarantee 
Corporation v. Pound Hotel Company, 17 
AUTOMOBILE CaAsEs 1174, 69 Ga. App. 447, 
26 S. E. (2d) 116 (1943). Liability carrier 
v. auto carrier alleging “concurrent cover- 
age.” Held: where injured slipped one 
hour later from oil spilled from faucet of 
tanker, not “use.” (Two.) 

(3) Ga—Commercial v. Tristate (1941). 
Complaint omitted reference to use of truck. 
Unattended coal chute; delivery completed. 


(One.) 


(4) Ga—Morgan v. New York Casualty 
Company, 54 Ga. App. 620, 188 S. E. 581 
(1936). Open coal chute; delivery com- 
pleted. Held: not “use.” (One.) 


(5) Il_—Kienstra v. Madison (1942) 316 
Ill. App. 238, 44 N. E. (2d) 944 (1942). 
Policy covered only “use”; no reference to 
delivery or unloading. Driver dropped ice 
in back yard, (Two.) 


(6) Ky.—United States Fidelity & Guar- 
anty Company v. Breslin, 243 Ky. 734, 49 
S. W. (2d) 1011 (1932). Cause was sand 
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held! (One.) 


(7) Mass.—Caron v. American Motorists’ 
Insurance Company 277 Mass. 156, 178 N. E. 
286 (1931). Ice dropped from truck. (One.) 


(8) Mass.—Perry v. Chipouras, 25 Auto- 
MOBILE CASEs 401, 319 Mass. 473, 66 N. E. 
(2d) 361. Loops of rope dropped during 
unloading of boxes. (One.) 


(9) Minn.—St. Paul Mercury Indemnity 
Company v. Standard Accident Insurance 
Company, 19 AUTOMOBILE CASEs 35], 11 
N. W. (2d) 794, 216 Minn. 103 (1943). 
Ramp for moving furniture into building. 
Held: liability policy covered after goods 
unloaded to sidewalk and subsequent de- 
livery. Come-to-rest rule stated. (Two.) 


(10) Minn.—Franklin Co-op v. Employers 
Liability Assurance Corporation, 200 Minn. 
230, 273 N. W. 809 (1937). Milkman using 
elevator for delivery in building, (One.) 


(11) Fed (Mo.)—Altantic Furniture Com- 
pany v. Maryland Casualty Company, 88 F. 
(2d) 36 (1937). Furniture movers lifted 
door off hinges; it fell in yard. (But see 
A (14).) (Two.) 


(12) N. J.—Jackson Floor Covering v. 
Maryland Casualty Company, 117 N. J. L. 
401, 189 Alt. 85 (1937). Unloading com- 
pleted; delivery by hand truck furnished in 
building. No unloading exclusion. ‘“Con- 
current coverage” rejected. Contra pro- 
ferentem. (See A (16).) (Two.) 

(13) N. J—dZurich General Accident etc. 
Company v. American Mutual Liability In- 
surance Company, 118 N. J. L. 317, 192 Atl. 
387 (1937). Milk placed in icebox. Driver 
using icepick. Unloading completed and 
driver was servicing milk. Contra pro- 
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ferentem against liability insurer (which did 
not specifically exclude unloading). (Two.) 


(14) N. Y.—In re Consolidated Indemnity 
& Insurance Company, 161 Misc. 701, 292 
N. Y. S. 743 (1936). Taxi driver damaged 
marble steps with trunk. No loading and 
unloading clause. 


(15) Ohio—Luchte v. State Automobile 
Mutual Insurance Company, 50 Ohio App. 
5, 197 N. E. 421 (1935). Collision with un- 
lighted coal pile after truck gone and de- 
livery complete. No unloading clause in 
policy. 


(16) Pa.—Ferry v. Protective Indemnity 
Company, 21 AvutTomositE CAses 165, Atl. 
155 Pa. Super. 266, 38 Atl. (2d) 493 (1944). 
Sidewalk doors opened for ash can re- 
moval. Doors, not truck, caused accident. 
Not “use” and not caused by articles being 
transported. (But see A (28) here dis- 
tinguished.) (One.) 


(17) Tenn.—Hinton v. Employers’ Liability 
Assurance Corporation, 166 Tenn, 324, 62 
S. W. (2d) 47 (1933). Stretcher case; 
ambulance not in “use.” No loading clause. 


(See A (2).) (One.) 


(18) Wash.—Handley v. Oakley, 10 Wash. 
(2d) 396, 116 Pac. (2d) 833 (1941). Foul 
ball hit patron buying ice cream from truck 
in ballpark. Truck was the place, not 
instrument, of injury. (One.) 


(19) Wis.—Stammer v. Kitzmiller, 226 
Wis. 348, 276 N. W. 629 (1937). Sidewalk 
doors. Delivery completed except for sign- 
ing of sales slip. Leading case on “coming to 
rest.” Delivery hazard held liability car- 
rier’s, whose policy did not specifically 
exclude unloading and who lost appeal on 
procedural defect also. (Two.) 





Believe it or not, a stinky business is 
a good business. Houston’s Natural Gas 
Odorizing Company is cashing in on 
plaintiffs’ assertions that gas company 
defendants are negligent in not having 
their product odorized. The company 
manufactures highly offensive odors to 
make gas smell bad. From an initial 
capitalization of $1,600 in 1942, the com- 
pany will produce this year an estimated 


million pounds of malodorous chemicals 
at a selling price of one dollar per pound. 
One-half pound of odorant is sufficient 
to make a million cubic feet of gas 
repulsive. Gas odorization has become 
a generally accepted practice despite the 
fact that only four states require it. It 
all goes to show that a good business 
proposition may smell bad.—Facts from 
Chemical Week, August 11, 1951. 





“Loading and Unloading” 





The Lawyer 


and Business Life Insurance 


Mr. Reidy presented this paper before 
the Committee on Life Insurance Law, 
Section of Insurance Law, American Bar 
Association on September 17. He is gen- 
eral counsel of The Guardian Life Insur- 
ance Company of America, New York. 


IME MAGAZINE’ tells us that the 

United States Department of Com- 
merce reported that during 1950 almost 
400,000 new businesses began operations. 
That year established a new record high 
for the number of firms in this country— 
four million. 


It is assumed that lawyers in every state 
assisted, through legal advice and draft- 
manship, in the birth of many such firms. 
Will their work show a realization not only 
of the present but of the future of each such 
business, of its owners, employees and the 
families of all who will depend upon it for 
economic security? 

Facts reveal that in the same year of 
1950 some 350,000 business firms went out 
of existence. Certain reasons can be as- 
signed. A proportion were failures, volun- 
tary liquidations or change to other forms. 
For example, it has been reported that 
about 5,000 sole proprietorships and part- 
nerships change to the corporate form each 
year.” But we cannot tell how many such 
firms actually died because of lack of fore- 
sight and planning on the part of prin- 
cipals or, perhaps, of lawyers. 


To bring the problem closer to home, 
what definite arrangements have you made 
with your own law partners for the future 
of your firm and the economic security of 
each partner’s family, based on his interest 
in and contribution of talents to the firm’s 


1 March 5, 1951. 
? Saunders, address to the Association of Life 
Insurance Counsel, May, 1951. 
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success, should he not live his normal 
span? Assuming you have either a formal 
agreement or friendly understanding, how 
sound are the financial arrangements? I 
am reminded of the case* wherein three 
partners agreed that on the death of one 
the other two would contribute a total 
monthly income of $500 to the decedent's 
widow for as long as she and they lived. 
The event happened, and the payments 
commenced; but later, probably because of 
the economic burden, the surviving part- 
ners attempted to abrogate the agreement. 
The widow sued. Defendants’ demurrer 
to the complaint was sustained by the 
lower courts and the complaint was dis- 
missed. The Supreme Court of California 
reversed the lower courts, directing the 
trial court to overrule the demurrer. In its 
opinion, the court said: 

“The object of the agreement seems 
perfectly clear and thoroughly proper. Mem- 
bers of a partnership, desirous of contin- 
uing the business without interruption upon 
the death of one of them, agree that in- 
stead of permitting the business to be 
wound up and the partnership assets to be 
sold to meet the needs of the decedent's 
widow, they will undertake the personal 
obligation of such support. It is said that 
such arrangements are common, and _ in 
view of the practical advantages that are 
realized, there is no reason why they should 
not be.” 

While the initial objective was certainly 
praiseworthy, the end result, because of 
unsound financing, must undoubtedly have 
been bitterness, recrimination and_ eco- 
nomic instability. 

Consider then what we may advise our 
clients; what we may do to assure, insofar 
as is in our power, the continuance of a 
going business, the economic unit and, at 


3 Garrett v. Baker, 56 Pac. (2d) 225 (1936). 
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the same time, the continued existence of 
the family unit. 


Our counsel, depending, of course, on 
the particular facts of the case, might in- 
clude the advisability of having a business 
continuation agreement. 


Such agreements should be considered 
where, to name a few circumstances: 


(1) A sole proprietor, having built a 
good business, has no capable family mem- 
ber who could take over and run the 
business with comparable success. 


(2) A successful business has been 
built through the combined efforts and 
active participation of the partners. Death 
of one might force the survivors either to 
liquidate or take the decedent’s widow or 
other family member into partnership. 


(3) When death of a stockholder, ac- 
tively engaged in the business of a close 
corporation, would reduce his family to 
dependence on dividends, or might disrupt 
the previously harmonious relationship, or 
even compel dissolution. 


Other reasons will suggest themselves 
when we review various businesses with 
which we are familiar. 


This paper is not directed to those law- 
yers familiar with business continuation 
plans. It is for the many general prac- 
titioners throughout the country, in the 
hope it may be of assistance to them. Per- 
haps it may stimulate a desire on their 
part to explore the subject even further. 
Perhaps it may even be a motivating force 
culminating in the successful continuance 
of some American business enterprise. 


Business Continuation Agreement 
The principal objects of business con- 

tinuation agreements, or buy-and-sell agree- 

ments, as they are often referred to, are: 


(1) Upon death of a principal to con- 
tinue the business without interruption. 


(2) To assure to the decedent’s executor 
and heirs a guaranteed market with just 
payment for decedent’s interest in the firm. 

(3) To assure the surviving business as- 
Sociates succession to the entire business. 


Several collateral advantages will flow 
from a sound agreement properly financed. 
Credit will be enhanced. Employees, as- 
sured of the continuance of the business 
that affords their livelihood, will have im- 
Proved morale. The principals, being able 
to ascertain with absolute or reasonable 


Business Life Insurance 


certainty the dollar value of their business 
interest, can better plan the disposition of 
their entire estate. It removes from their 
minds that gnawing worry concerning the 
future of the business and of the families 
dependent upon it. We should, therefore, 
expect better concentration on business 
problems with better results. Valuation of 
the business interest for estate tax pur- 
poses will, if fairly arrived at, be accepted 
by the taxing authorities. These are but 
some of the many advantages that readily 
come to mind. 


Financing the Agreement 


Sound financing of business continuation 
agreements is a vital element to success- 
ful accomplishment of the intended results. 
Various means suggest themselves, for in- 
stance, bank loans, payment by series of 
notes, chattel mortgages, special deposit 
accounts, payment from future earnings or 
from surplus. 


From the vantage point I have occupied, 
enabling me to observe sound plans in 
action, I am convinced the soundest, surest 
plan of financing such agreements is 
through the use of business life insurance. 
In this presentation then, we shall refer to 
the proper use of such business life insur- 
ance to fund the business continuation 
agreement. 


Because certain problems may be unique 
to the type of business entity involved, it 
will be better to consider each in order. 


(1) The sole proprietorship. 


(2) The commercial or industrial part- 
nership. 


(3) The service-type and professional 
partnership. 


(4) The close corporation. 


Questions common to all, including in- 
come and estate taxes, validity and en- 
forceability of the agreements, will either 
be examined as they arise under the par- 
ticular business entity or reserved for later 
treatment. 


Rugged Individualist— 
The Sole Proprietor 


There still remain in this country many 
sole proprietorships. Some earn a very 
comfortable income for the owner, at the 
same time employing from one to perhaps 
hundreds of personnel. 
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Unless prior arrangements have been 
made, such type of business would, upon 
death of the sole proprietor, have to be 
sold or liquidated. 

Forced sale of a going business means 
a bargain price for the purchaser. Liqui- 
dation, if sale cannot be accomplished, will 
bring the estate an even smaller return. 


The variety of death taxes facing a suc- 
cessful entrepreneur can easily shatter any 
ideas he may have indulged in should he 
just think, not act. Within the last few 
years, the newspapers reported the sale 
of a large construction company, a sole 
proprietorship, in order to meet estate taxes. 


Lawyers, working with sole business 
owners toward future preservation of the 
business, will advise their clients to con- 
sider: 


(1) With the deceased owner’s earning 
power gone, his family still needs imme- 
diate and continuing income. 

(2) The owner’s personal estate is liable 
not only to all personal creditors but to all 
business creditors. 

(3) Though earning power has been re- 
moved, increased expenses will be incurred 
for administration. 


(4) State and federal death taxes must 


be provided for. 


(5) Forced sale or liquidation will re- 
sult in employees’ losing jobs, with conse- 
quent economic loss to them, their families 
and community. 


(6) Forced sale or liquidation will result 
in material shrinkage of the value of estate 
assets. 


There is no standard solution that can 
be applied to every case. The solution is 
based on the facts. Consideration must 
be given to continuance of the business by 
the family; by the executor for a reason- 
able period of time in order to effect sale 
as a going concern; continuance by court 
order or by possible statutory authority; 
devise to a specific legatee; incorporation; 
or dissolution. 

Personal liability of the executor and 
rights of creditors and minors are factors 
to ponder over. 


Assuming that we conclude the business 
is of such value, all other circum- 
stances having been weighed, decision is 
made that upon the owner’s death it shall 
be continued by sale to certain key em- 
ployees. This presupposes, of course, such 
employees have been consulted in advance 
of such decision. 
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Points to Be Considered 
in Business Continuation Agreement 


Our agreeement will provide that upon 
death of the owner of the business his 
estate will sell and his key man or key 
employees will buy the business for a fixed 
or a readily determined price. 


Careful attention must be given in draft- 
ing such an agreement to protect the rights 
of all interested parties. Provision in the 
seller’s will directing his executor to sell 
will also be made. 

Whether our clients be the owner or the 
key employees, they all have many common 
interests in the draftmanship of the agree- 
ment. For instance: 


(1) What is it that will be bought and 
sold? In other words, separate the per- 
sonal assets of the owner from his business 
assets and list generally the assets con- 
stituting the business to be sold. 


(2) They all want a clear understand- 
ing of what the business liabilities presently 
are, 

(3) Shall the purchasers agree to as- 
sume all liabilities or shall they buy the 
business free and clear? 

(4) What is the present fair value of 
the business including good will, if any? 

(5) What method shall be used readily 
to determine such value at the time of the 
death of the owner? 

(6) What arrangements can be agreed 
on as to what will effectively continue the 
business as a going concern during the 
period from death to actual transfer of 
title by the executor? 

(7) What arrangements shall be agreed 
on to finance the purchase? 

(8) What eventualities must be fore- 
seen, the occurrence of which would termi- 
nate the agreement? 


If the owner is our client, we must: 


(1) Protect his personal estate from 
claims of business creditors, 


(2) Assure the estate prompt payment 
of the purchase price with necessary ad- 
justments for any increased valuation. 

(3) If insurance is used to finance the 
purchase, make certain it will be in force 
and fully available for the intended pur- 
pose. 

(4) Provide against premium payments 
on the part of the business owner, or other 
indicia of ownership upon which taxing 
authorities may claim that the insurance 
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proceeds, in addition to the fair value of 
the business itself, should be included in 
the estate for tax purposes. 

(5) Assure that the agreed sale price 
will be accepted by the tax authorities as 
the fair valuation for tax purposes. 

The attorney for the prospective pur- 
chaser or purchasers will assure himself: 


(1) That the agreement will be effec- 
tively consummated with active operation 
of the business by his clients in the interim 
between the death and actual transfer. 

(2) That each purchaser knows the ex- 
tent of his commitment. 

(3) Of the tax position of his clients 
on receipt of insurance proceeds to finance 
the purchase. 

(4) Of the cost basis to his clients of 
the business assets purchased for capital 
gains or loss should the client later sell the 
business in whole or in part. 

(5) That his clients have full protection 
in the event of termination of the agree- 
ment. 


Outline of Agreement Financed 
by Business Life Insurance 


The principals having decided on a buy- 
and-sell agreement, to be financed by business 
life insurance, we shall assume the insur- 
ability of the owner has been determined. 


However, should he prove uninsurable 
or perhaps too old to secure coverage at a 
reasonable price, alternative financing plans 
or even sale during his lifetime to other 
interests would have to be considered. 


It is not possible to do more here than 
give a general outline of certain clauses in 
an agreement.* 


After identifying the principals to the 
agreement, it is customary to set forth in 
a preamble clause a short statement of the 
purpose intended. 


The owner then binds himself, his heirs 
and estate to sell the business upon death, 
and the employees bind themselves to buy 
in the agreed-upon proportion. 


The business assets and liabilities will be 
listed and the agreement will state whether 
the sale will include assumption of the lia- 
bilities by the purchasers or the estate. 





‘For particular suggested agreements cover- 
ing a variety of situations, reference should be 
made to A Compendium of Business Insurance 
Agreements, published by The Insurance Re- 
Search & Review Service, Inc., Indianapolis 9, 
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An agreed valuation of the business 
should be set forth either in dollars or by 
a readily understandable formula. If in 
dollars, we will provide for revision of such 
price at fixed times, usually at the end of 
each fiscal or calendar year. A more ad- 
visable method would seem to be by simple 
formula providing fair valuation upon 
death. The best method to be used in any 
case will be determined by the principals, 
usually in consultation with their ac- 
countants and attorneys. Valuation should 
include provision for good will, if any. 


The financing clause will set forth the 
amount and type of insurance to be or al- 
ready purchased, with a schedule of such 
policies; who shall apply and pay for it; 
the effective control of the contracts; the 
proper disposition of the proceeds; and 
provision for the payment of any excess 
price over the value of the insurance. The 
professional life underwriter, working with 
the lawyer, the accountant and the prin- 
cipals, will be of assistance in this regard. 

In event the purchasers assume the firm’s 
obligations, provision will be made ade- 
quately to protect the estate either by 
securing creditors’ releases to the estate; 
allowing the executor to cancel the agree- 
ment and liquidate the business; or other 
arrangements fair to both parties. 


On the other hand, should the agreement 
provide for the sale free and clear of the 
liabilities, the purchase price would naturally 
be higher, and an escrow or other arrange- 
ment made to protect the purchasers. 


There will be a hiatus between the death 
of the owner and final settlement of the 
estate, and the business must be kept in 
operation without interruption. The owner, 
therefore, agrees and does confer on the 
purchaser the power to operate the business 
for the estate during such period. The 
power, to be effective after death, must, of 
course, be coupled with an interest. 


The agreement will provide for termina- 
tion upon prior death, permanent disability 
or insanity of the purchaser; upon termina- 
tion of his employment agreement; bank- 
ruptcy of either party; violation of the 
agreement which impairs the insurance 
coverage; or for other reasons which will 
suggest themselves. 


It will provide for fair disposition of the 
insurance contracts in event the agreement 


Indiana; Rabkin and Johnson, Current Legal 
Forms With Tax Analysis, published by Mat- 
thew Bender Company, Albany, New York. 
Other services such as Commerce Clearing 
House and Prentice-Hall are also of value. 
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is terminated. It will provide for amend- 
ments or revocation by mutual agreement. 


It is our hope it will eventually provide 
exactly what was intended—the smooth 
transfer of a going business with fair pay- 
ment for it to the heirs of the former owner. 


Commercial or Industrial Partnership 


The commercial or industrial partnership 
is distinguished from a service or profes- 
sional partnership by the fact that, in 
addition to the particular skills of its man- 
power, it is also possessed of capital assets 
of more than nominal value. 


It is axiomatic that death of a general 
partner dissolves the partnership. Ordi- 
narily, the survivors act as_ liquidating 
trustees for the purpose of winding up the 
business and termination of the partnership. 


Foresighted businessmen, not wishing to 
lose their means of livelihood or to be com- 
pelled to go into business with the wife 
or other relative of a deceased partner, pro- 
vide against such contingency in advance. 


Provision may be made in the partner- 
ship articles for the continuation of the 
business without interruption. There is a 
possibility, though, that such arrangement 
may have unforeseen results, particularly 
should there be a centralized management.® 
To avoid such result, a separate business 
continuation agreement would probably be 
more suitable. 


Partnership buy-and-sell agreements are 
generally similar in form and content to 
that outlined under the sole proprietorship. 


The partners agree, in substance, that 
upon the death of one the business shall 
continue. The deceased’s interest is deter- 
mined by application of the valuation formula. 
Payment is made by the surviving partners 
to the executor. The survivors assume the 
partnership obligations and continue busi- 
ness operations. 


The financing under our plan contem- 
plates the use of life insurance. Certain 
questions may arise concerning the proper 
method for applying for such insurance 
paying premiums, ownership of the con- 
tracts, designation of the beneficiary and 
payment of the proceeds. Lawyers may not 
have the answers at their fingertips, so a 
short anaylsis of these questions will be made. 


8 Regs. 111, Sec. 29.3797-4, contains definitions 
of what constitutes a partnership. A business 
organization which continues its operations un- 
interrupted by the death of a member or change 
in ownership of an interest during the period 
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(1) Who should apply for the insurance? 
Three methods suggest themselves. Each 
partner can apply for the insurance on his 
own life. The partnership itself might be 
the applicant for separate policies on each 
partner, The third and best method is 
cross-insurance arranged as follows. As- 
suming three partners, Partner A applies 
for policies on the lives of Partners B and 
C; B applies for policies on lives of A and 
C; C applies for insurance on A and B, 
The amount of insurance each partner 
would purchase on the life of each of his 
two associates would be equal to one half 
the agreed value of such partner’s business 
interest. Assuming, for sake of simplicity, 
that the total valuation of a business is 
$300,000, each partner has an equal one- 
third interest worth $100,000, Partners A 
and B would each carry a policy for 
$50,000 on A’s life and vice versa. 


Were we to adopt the first idea with each 
partner applying for the insurance on his 
own life and paying the premium on it, the 
first thing that strikes us is that he would 
be financing the purchase of his own in- 
terest! True it is, the other partners as 
beneficiaries might, when they receive the 
proceeds, reimburse the estate for the 
premiums paid. The insured, though, hav- 
ing paid the premiums on insurance on his 
own life, would fall within one of the two 
tests applied under the internal revenue 
laws to determine whether such insurance 
proceeds are to be included in his taxable 
estate. 


Assume the partnership applies for all the 
insurance with proceeds payable to it. This 
principle is wrong for it assumes all part- 
ners to be of equal age, which seldom is the 
fact. The partnership, too, is dissolved on 
death of one member. The Uniform Part- 
nership Act* states that unless the con- 
trary intention appears property acquired 
with partnership funds is partnership prop- 
erty. The result might be a claim that the 
insured’s business interest has been in- 
creased by one third of the insurance pro- 
ceeds paid to the partnership plus one third 
of the then present cash values in the 
contracts on the survivors’ lives. 


In certain cases where, for instance, we 
may have more than three or four partners, 
a cross-insurance plan would be cumber- 
some. Perhaps a partnership purchase plan 
could be devised on an equitable basis. 


agreed upon for its existence, and with central- 
ized management, may be held to be an asso- 
ciation, taxable as a corporation. 

*7 Uniform Laws Annotated, Sec. 8. 
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Premium payments, apportionment of the 
cash values of survivors’ policies on death 
of one partner, noninclusion of both in- 
surance proceeds plus partnership interest 
in decedent’s estate are some of the fac- 
tors to be considered in preparing such 
type agreement. 


A question arises in such type of agree- 
ment as to proper disposition of the re- 
maining policies owned by the partnership 
after the death of the first partner, Since 
the views of the courts and the Internal 
Revenue Bureau are now consistent,’ both 
agreeing that a sale of a partnership inter- 
est is the sale of a single capital asset, does 
the inclusion of these policies in the sale 
of the deceased’s partnership interest con- 
stitute a transfer for value so as to make 
the proceeds when later received subject to 
income tax? Mannheimer and Friedman 
suggest that it would not be necessary for 
the survivors to purchase the remaining 
policies on a cross-insurance basis.* They 
base this conclusion on the assumption that 
the partnership-entity theory will be carried 
to its logical conclusion, but point out the 
present confused state of the partnership 
income tax law. 


In their article, a suggestion by Walter 
Freyburger ® for funding such an agreement 
without relying on the entity theory or run- 
ning the risk of a transfer for value and 
without losing the benefits of cross-insurance 
is made. Freyburger says: 


“Even if the entity theory is not adopted, 
it is possible to have a partnership own the 
policies and, upon the death of a partner, 
have his estate sell his interest in the 
partnership to the surviving partners and 
the business to continue without a transfer 
for value of the policies owned by th 
partnership on the lives of the survivors. 
This could be accomplished by providing 
in the buy and sell agreement that, upon 
the death of the first partner, the policies 
owned by the partnership on the surviving 
partners shall be distributed and become 
the property of the insured in each case. 
Where the policies are assigned to the 
insured, we are not bothered by the transfer 
for value question.” (* The reference is to 
one of the exceptions to the transfer for 
value rule. Transfers of policies to the 
insured are exempted from the rule. Reg. 
111, Sec. 29.22 (b) (2)-3.) After each part- 


‘After a considerable number of cases, cul- 
minating with U. S. v. Shapiro, 50-1 uste { 9116, 
178 F. (2d) 459, the Bureau finally abandoned its 
—— position. See G. C. M. 26379, 1950-1 CB 
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ner has received the policy on his life, he 
may make a contribution to the partnership 
of the policy on his life and under the 
provisions of section 22 (b) (2) (A) and 
113: (a) (13), 1. RK. Cc? CSee: 22 (B) 
(a) provides that the transfer for value rule 
shall not apply when and if the transferee’s 
basis is determined by the transferor’s basis. 
Sec. 113 (a) (13) provides, in effect, that 
the partnership’s basis for property con- 
tributed to it by a partner shall be the same 
as the contributing partner’s basis.) the 
transfer for value provision would not ap- 
ply. The only tax consequence in having 
the policies on the lives of the survivors 
distributed to the survivors in each case 
would be the fact that there has been a 
distribution in kind which does not result 
in any taxable gain but would affect the 
cost basis of the remaining interest of the 
insured in the partnership. However, when 
he makes a contribution of the policy back 
to the partnership, he thereby increases his 
cost basis in the partnership to an amount 
which should be equal to the cost basis 
charged to him upon the receipt of the 
policy. One transaction should wipe out 
the other so far as tax basis is concerned. 
Consequently, there is no real tax objection 
to having the policies on the lives of the 
surviving partners distributed to them and 
to have them make contributions of the 
policies back to the partnership.” 


The best and surest method, which obvi- 
ates any tax, beneficiary or other future 
questions, is the cross-insurance plan. Each 
partner buys insurance on the lives of his 
partners, but not on his own life. For 
example, A and C apply for, pay for, own 
and are beneficiaries of policies on B. 
Should B die the proceeds of this insurance 
are paid to A and C who use them to 
purchase their respective shares of B’s in- 
terest. At the same time and under the 
terms of the agreement, A and C purchase 
from B’s estate the policies which B held 
on A’s and C’s lives. The price should 
be the then cash value, 


One may question an apparent unfair- 
ness where, because of age discrepancy, the 
younger partner would be paying a higher 
premium for insurance on his older part- 
ners’ lives. The fact remains that the 
premiums have been calculated on the basis 
of age and mortality statistics. In the 

8‘*Tax and Other Aspects of Buyout Agree- 
ments,’’ New York Law Journal, July 31, Au- 
gust 1, 2, 1951. 

® Tax counsel, New York Life Insurance Com- 


pany, and formerly associated with the law 
division of the Internal Revenue Bureau. 
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norinal course of events then, while the 
younger man may pay a somewhat higher 
premium on the insurance covering his 
older partners, his chances of survival 
are better. 

Ownership of the policies should be held 
by the applicant who, of course, binds him- 
self, in the buy-and-sell agreement, to pay 
the premiums and to take no action (bor- 
rowing against the loan value, for example) 
in regard to such contracts which would 
jeopardize the funding of the agreement. 

It the wife of the deceased B had been 
named as beneficiary of the contracts on 
B’s life owned by A and C, the executor 
and B’s personal creditors could rightfully 
complain. The executor could also refuse 
to transfer the business interests though 
directed to do so under B’s will. The wife 
might attempt to claim both the insurance 
and a share of the business interest, On 
the other hand, other heirs might tie up such 
payment to the wife on the theory that the 
proceeds do represent payment for the 
business interest which should have gone 
to the estate and been distributed under the 
provisions of the will. Payment directly 
to the wife of the deceased might well 
deprive the surviving partner or partners of 
claiming the insurance proceeds as proper 
cost basis in later determination of capital 
gains. That happened in the Legallet case,” 
to which we shall later refer in detail. 

The proceeds should not be _ payable 
directly to the deceased’s estate. Such 
payment would leave the executor in pos- 
session of the title to the deceased’s busi- 
ness interest plus the insurance. It could 
possibly subject both the business interest 
and the insurance to estate taxation. It 
might affect the surviving partners’ cost 
basis of such business interest. 

These then are some of the problems that 
could be raised if the plan were not soundly 
devised, the financing not properly arranged. 

Complicated arrangements make for mis- 
understanding and possible litigation. There 
is no need for such complicated arrange- 
ments. There is no place for avoidable 
litigation. Recall that the Atlantic Defense 
Pact affects the continued existence of a 
partnership of nations —over 330 million 
people, more than one sixth of the world’s 
population. Yet the treaty contains only 
1,040 words put together in short, readily 
understandable language. Do likewise in 
business continuation agreements. 


"  Legallet, CCH Dec. 10,995, 41 BTA 294 
(1940). 
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Outline of Partnership 
Buy-and-Sell Agreement 


The partnership buy-and-sell agreement 
will ordinarily contain clauses that cover: 

(1) Purpose of the agreement. 

(2) Binding agreement to purchase and 
to sell. 


(3) Present share of the whole business 
owned by each partner and proportionate 
share each is obligated to buy. 


(4) Method of valuation of each share 
now and provisions for current annual 
revaluation formula. Valuation or formula 
for good will. 


(5) Method of funding the purchase price 
(insurance). 


(6) Amounts of such insurance on each 
life. 

(7) Method of purchase (cross-insurance), 
including premium payments, ownership 
and custody of policies. 


(8) Restrictions on exercise of provisions 
of contracts. 

(9) Provisions for increasing funding ar- 
rangements as business values increase. 

(10) Procedures on death of a partner. 
Trustee’s duties, (if any), etc.; transfer of 
interest; interim provisions. 

(11) Provision when insurance exceeds 
value of decedent’s share or when share 
exceeds value of insurance. 

(12) Assumptions of obligations by sur- 
vivors. 

(13) Disposition of policies on survivors 
held by deceased’s estate. 

(14) Provision for termination or avoid- 
ance of agreement on illness, withdrawal, 
insanity, prior dissolution, simultaneous 
death, etc. 


(15) Binding provision for purchase and 
sale of an interest during lifetime. 


(16) Provision to be binding on heirs, 
executors, etc., and binding each party to 
draw a will to conform to the provisions 
of the agreement. 


Under a binding agreement with a fair, 
reasonable valuation formula and funded 
by cross-insurance paid for by the other 
partners but not the insured, 


(1) The insurance proceeds when re- 
ceived are not taxable income to the sur- 
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viving partners." The premiums they have 
paid are not deductible as a business ex- 
pense.” (The same rules will hold true 
in our stock-purchase agreement.) 

(2) When the surviving partners pur- 
chase the policies held by the deceased on 
their lives, it will not be a taxable transfer 
as it is an exception to the usual rule.” 

(3) The insured neither having paid any 
premiums nor having had any incidents of 
ownership in the insurance, his estate will 
not be taxed thereon. The agreed value 
received for the partnership interest is the 
taxable item. This will be the cash realized 
by the partners from the insurance and paid 
to the estate. The same holds true for 
similar-type stock-purchase agreements. 

(4) This type agreement will preclude 
the possibility of a later increased capital 
gains tax such as resulted in the Legallet 
case.” 

In the Legallet case, the question before 
the court was the proper cost basis to 
Legallet of his acquisition of his deceased 
partner’s interest in the firm, The case 
stands as an example of unintended results 
based on improper agreements and im- 
proper insurance arrangements. Legallet 
and O’Neill, partners since 1923, each ap- 
plied for insurance on themselves; the 
premiums were paid by the partnership. 
The proceeds were to go to the surviving 
partner “to be used in purchasing the 
deceased’s share of the business.” This 
agreement was later changed and the bene- 
ficiaries were also changed with proceeds 
payable directly to the insureds’ respective 
wives (presumably to take advantage of 
the settlement options). The wives agreed 
to accept the proceeds, $25,000, as first 
payment on the deceased partner’s interest. 
O'Neill died; the insurance was paid directly 
to the widow, and the surviving partner 
gave her notes for the balance of the de- 
cedent’s interest, amounting to over $30,000. 
The same year the survivor, Legallet, sold 
a portion of the assets so acquired (ac- 


“Internal Revenue Code, Sec. 22 (b) (1), 
Exclusions from Gross Income (Life Insurance) : 
Amounts received under a life insurance con- 
tract paid by reason of the death of the insured, 
whether in a single sum or otherwise (but if 
such amounts are held by the insurer under an 
agreement to pay interest thereon, the interest 
payments shall be included in gross income). 

% Code Sec. 24 (a) (4), Items Not Deductible: 
Premiums paid on any life insurance policy 
covering the life of any officer or employee, or 
of any person financially interested in any trade 
or business carried on by the taxpayer, when 
the taxpayer is directly or indirectly a bene- 
ficiary under such policy. 

Regs. 111, Sec. 29.22 (b) (2)-3. 
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counts receivable and merchandise). The 
question then arose as to the proper basis 
to be applied to the partnership interest so 
acquired and later sold. Legallet naturally 
claimed the cost basis was insurance 
($25,000) plus notes ($30,000), total cost 
basis $55,000. The Commissioner had de- 
termined the cost basis to be the $30,000 
in notes, contending that the corc<ract be- 
tween Legallet and O’Neill did not provide 
for Legallet to be beneficiary of O’Neill’s 
policy; he did not receive the proceeds, 
did not pay same to O’Neill’s widow and, 
hence, could not use them as part of his 
cost basis. The Board of Tax Appeals 
sustained the Commissioner.” 


An interesting question presents itself 
when an interest in a partnership is sold. 
Is the value received over and above the 
seller’s interest taxable on a capital gains 
basis or as ordinary income? 

If the partnership continues business, the 
sale of the interest would be treated as the 
sale of a capital asset and taxed as such, 


regardless of the nature of the partnership 
properties.” 


A distinction would be made though if 
later, assuming only one partner remained, 
he sold the entire business, Here the courts 
hold it to be the sale not of a capital asset 
per se but the sale of the separate assets 
making up the business.” This distinction 
is indeed tenuous and unrealistic. 


Enforceability of Agreement 


Are business continuation agreements en- 
forceable? 


The argument has been raised, both in 
partnership and stock-purchase agreements 
among stockholders, that the agreements 
are unenforceable because they are in the 
nature of a testamentary disposition. Such 
arguments when occasionally sustained are 
predicated on peculiar facts or faulty rea- 
soning. 

144 Footnote 10. - 

1% The premiums had been paid by the part- 
nership but charged to profit and loss so that 
each partner was really paying half the entire 
premiums. No argument seems to have been 
made on this point and the writer wonders 
what effect it might have had on the decision 
had it been presented. 

16 Commissioner v. Lehman, 48-1 ustc { 9121, 
165 F. (2d) 383 (brokerage business); Smith v. 
Commissioner, 49-1 ustc { 9220, 173 F. (2d) 470, 
cert. den. 338 U. S. 818, 94 L. Ed. 496 (1949) (oil 
field supplies); Swiren v. Commissioner, 50-2 
ustc { 9384, 183 F. (2d) 656 (law partnership). 
Also G. C. M. 26379, 1950-1 CB 58. 

17 Williams v. McGowan, 46-1 ustc { 9120, 152 
F. (2d) 570. 
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Such a decision * has been called “utterly 
unjust and seemingly unjustifiable.” ” Another 
such decision™ was entirely justified as it 
was an attempted testamentary disposition 
providing that a son taken into the business 
as a later partner would be entitled to the 
assets during his lifetime only, and upon 
his death the partnership assets were to 
be shared equally by his sisters. 

The right of partners to make agreements 
under which the survivor has the right or 
option, or is bound, to purchase the dece- 
dent’s interest in the business for a fixed 
or determinable value is unquestioned.” 


°° 


A Mississippi case™ involving the at- 
tempted disposition on death of a planta- 
tion and its physical assets to the surviving 
brothers was held testamentary in charac- 
ter. In that case, the court may have been 
influenced to some extent by the fact that 
while the purported contract was made 
while all three brothers were single the 
decedent on death left a wife and infant 
child. The language of the agreement it- 
self was also strongly tainted with testa- 
mentary language. 

The life insurance funding provisions of 
buy-and-sell agreements have been held to 
be valid contracts and not in the nature of 
testamentary dispositions.” 


The Court of Appeals of Kentucky rec- 
ently was presented with the question as 
to whether or not a partnership buy-and- 
sell agreement was a valid and enforceable 
instrument.™ In sustaining the contract, 
it said: 

“Tt is a fundamental principle of partner- 
ship law that death works a dissolution of 
a partnership and every lawyer knows the 
chaotic conditions that usually result from 
the winding up of partnership affairs, 
Realizing this, no doubt, the partners en- 
tered into what appears on its face to be 
an admirable arrangement by the partners 


to settle their partnership affairs while they 
were living. As a matter of good business 
practice, the partners should have kept 
the amount of insurance more nearly in line 
with the inventory of the business so that 
the insurance on the life of each would 
approximate the proportionate value of the 
inventory owned by each.” 


A good partnership agreement makes for 
business stability, enhanced credit, peace of 
mind and better relations among partners. 


Benjamin Franklin, a sound, substantial 
businessman, once said: 


“Partnerships often finish in quarrels but 
I was happy in this, that mine were all 
carried on and ended amicably, owing, I 
think, a good deal to the precautions of 
having very explicitly settled in our Ar- 
ticles everything to be done by, or expected 
from, each partner. So there was nothing 
to dispute, which precaution I would 
therefore recommend to all who enter into 
partnerships.” * 


Law and Other Professional 
or Service Partnerships 


Lawyers and doctors, busy as they are 
with the affairs of others, fail many times 
to allot sufficient time to their own partner- 
ship matters. The result of such neglect 
may be increased estate taxes, increased 
work with less financial return, forced sale 
of an interest or liquidation of a firm. 


Consider for a moment some prominent 
law firm in your own community. Now 
then, what was it you thought of? Surely 
not its nominal assets, such as furnishings, 
typewriters or the law books. It is the 
men you think of: their educational back- 
ground, training, ability, experience, per- 
sonality and reputation in the profession 
and in the community. These are the 





18 Ferrara v. Russo, 40 R. I. 533, 102 Atl. 86 
(1917). 

197 Yale Law Journal 542, 544. This decision 
is no longer bindiny in Rhode Island since the 
adoption in 1938 of Section 10, Chapter 428 of 
the General Laws: ‘‘No partnership agreement 
in writing . . . shall be deemed testamentary in 
character or for that reason invalid or unen- 
forceable because such agreement contains a 
provision . . . regulating, in the event of the 
death of any of the partners, the transfer, dis- 
tribution or other disposition of the assets of 
the partnership, or any of them, to or among 
the surviving partners or any of them, or their 
successor, or the estate of the deceased part- 
ner.”’ 

2 Gomez v. Higgins, 130 Ala. 493, 30 So. 417 
(1900). 

240 American Jurisprudence 346, ‘‘Partner- 
ship,’’ Secs. 310-312, pp. 346-347. Annotation, 
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“Validity, construction and effect of agreement 
for disposition of interest in partnership in 
event of death of partner,’’ 73 A. L. R. 983; 1 
A. L. R. (24) 1265; McKinnon v. McKinnon, 
56 F. 409 (CCA-8, 1893); see also Michaels et al. 
v. Donats, 4 N. J. Super. 570, 67 Atl. (2d) 911 
(1949); Murphy v. Murphy, 217 Mass. 233, 104 
N. E. 466. 

2 Thomas v. Byrd, 112 Miss. 692, 73 So. 725. 

23 Coe v. Winchester, 43 Ariz. 500, 33 P. (2d) 
286 (1934); First National Bank of Rome v. 
Howell, 7 Life Cases 1123, 195 Ga. 72, 23 S. E. 
(2d) 415 (1942); Ireland v. Lester, 298 Mich. 154. 
298 N. W. 488; More v. Carnes, 214 S. W. (2d) 
984 (Ky., 1948). 

** More v. Carnes, footnote 23. 

*% Quotation from The Diamond Life Bulletin, 
by H. P. Gravengaard. 
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things held out to the public to induce it 
to bring law problems to such a firm: time, 
knowledge, skills, personality and ability. 

Have you ever actually sat down with 
your partners and attempted to fix the 
value, in addition to any capital investment, 
of each partner’s probable worth to the 
firm? Have you ever actually discussed 
among yourselves the future of the firm 
and of a partner’s family in event of death? 
If so, have you decided on a plan? 


Assume that you have considered the 
problem but arrived at no decision. What 
will actually happen? What will be the 
impact of such indecision on the estate of 
the deceased partner and on the survivors? 


The maintenance cost of the professional 
man’s family usually is higher than for the 
average businessman’s. His standing in 
the community, his civic interests, his ob- 
ligations to his profession, all require not 
only cash contributions but unearned in- 
come in the form of time contributions. 
These, when considered together with his 
present income tax situation, allow only a 
small margin for investment, emergencies, 
personal insurance and possible retirement. 


We might expect, then, that upon such 
a person’s death his actual cash position 
will not be strong; but, nevertheless, with 
earning power gone, his family must still 
exist. 

Should his estate be in a taxable bracket, 
taxes, both estate and income, will have to 
be computed. Such computations will in- 
clude the fair value of his partnership in- 
terest. What is such value? Can sufficient 
funds be readily secured not only to pay 
the taxes but to support his family? 
interest in 
assets consists of: 

(1) A 


assets, 


A lawyer’s the partnership 


nominal value in 
such as_ furnishings, 
office machinery and the like. 


(2) Fees but 
pleted cases. 


the physical 
law books, 
earned unpaid in com- 
(3) Proportionate share of fees on work 
in progress at the time of his death. 


(4) Value of good will, if any. 


While the value of items one and two 
can easily be computed, item three will present 
difficulty. What is the present value of 
the fees on the unfinished business? 


As was pointed out in one law partner- 
ship case,” what is such value “prior to a 
successful result, of services rendered on a 
contingent basis, done on a quantum merit 
basis that would or would not vary with 
the outcome, or exploratory or preliminary 
steps looking towards final accomplishment” ? 


A valuation must, for estate tax purposes, 
nevertheless be made by the executor for 
the estate, on the basis of the best evidence 
available. 


While the reputation established by the 
individual practitioner and known as “good 
will’ dies with him, such is not always the 
case with a well-established partnership. 
The general rule, though, in personal serv- 
ice partnerships is that good will depends 
on personal qualifications and is not a 


group asset.” 


“Ordinarily no value, or nominal value, 
will be given to good will attaching to a 
personal service partnership such as one 
composed of physicians, attorneys or ac- 
countants.” * 


Again the decision depends on facts and 
circumstances. When partners recognize 
the existence of good will and the circum- 
stances indicate its presence, it will, even 
in a law partnership, be considered as an 
asset capable of sale or transfer.” 


The total value of the deceased’s part- 
nership interest having finally been deter- 
mined by his executor, there certainly is 
no assurance, in the absence of a binding 
partnership agreement, that such value will 
be accepted by the taxing authorities. 

If the tax commissioner increases the 
valuation, the estate can acquiesce or it 
can litigate. No matter what decision is 
made, it is a costly one in time and money. 
Collateral to the issue is the fact that de- 
cedent, a lawyer, by lack of preparation of 
one of his most important cases, fails this 
client, his own family. 

Acquiescence, too, can prove very costly. 
In one reported case” involving the estate 
of a lawyer, the valuation of legal fees due 
decedent was reported as over $65,000. 
The Commissioner increased such valua- 
tion to over $116,000, resulting in an in- 
creased tax liability of $17,000. The estate 
acquiesced. But in the two years follow- 
ing decedent’s death, the estate had only 
collected a total of $83,000 on fees, the fair 





_* Helvering v. Enright, 41-1 ustc {1 9356, 312 
UL S. 636, 643, 61 S. Ct. 777, 85 L. Ed. 1093. 

A Masters v. Brooks, 132 App. Div. 874, 117 
N. Y. S. 585, 589; Jn re Baer’s Estate, 38 D. & 
C. 409, 56 Montg. 286, 54 York 127 (Pa.). 

** Coates, CCH Dec. 15,224, 7 TC 125 (1946). 
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2 Estate of George R. Nutter, CCH Dec. 
12,230, 46 BTA 35, aff’d 42-2 ustc 7 10,215, 131 
F. (2d) 165 (cited as McClennen v. Commis- 
sioner). 

3% Auchincloss, 
(1928). 


CCH Dec. 3912, 11 BTA 947 
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market value of which had been fixed at 


over $116,000. 


Delay in estate settlement, with probable 
severe inconvenience to the heirs, is cer- 
tainly an important factor to be considered. 
James Miller, in an analysis of 20 litigated 
cases” arising out of the death of members 
of law partnerships, reports that the aver- 
age elapsed time from death of the partner 
to the court’s decision was over five years, 
with the shortest time being over two 
years, the longest over 18 years. 


In the case we have been considering, 
where no sound business continuation plan 
was devised, the widow, as executrix, has 
little choice. She is entitled to receive the 
cash value of the decedent’s interest in the 
firm shown to be due upon liquidation and 
accounting. What usually happens is that 
she agrees to sell such interest to the sur- 
vivors for an agreed-upon value. 


While they would probably have enough 
cash to pay for the share of the interest in 
the physical assets, it is doubtful whether 
sufficient funds would be available to pay 
for that portion of fees earned and due 
prior to death, plus the value of fees on 
uncompleted cases. We might, therefore, 
expect them to enter into an agreement 
with the estate to purchase decedent’s in- 
terest, paying therefor out of future earnings. 


Should this plan be adopted, the sur- 
vivors work harder than before for less 
financial return. Not only that, but the 
future payments made to the estate will 
first be taxed as income to them. This is 
so on the theory that such payments are 
not ordinary and necessary expenses of the 
new partnership deductible from its gross 
income, nor are they a distribution of part- 
nership profits to one owning an interest 
therein, but are in fact payments for the 
purchase of a capital asset.” 


“Where the effect of the contract is that 
the deceased partner’s estate shall leave his 
interest in the business and the surviving 
partners shall acquire it by payments to the 
estate, the transaction is a sale, and pay- 
ments made to the estate are for the ac- 
counts of the survivors. It results that 
the surviving partners are taxable upon 
firm profits and the estate is not.’”™ 


31 When the Court Values Your Law Partner- 
ship (The Insurance Research & Review Serv- 
ice, Inc., Indianapolis 9, Indiana, 1950). 

% Hill v. Commissioner, 1930 CCH Standard 
Federal Tax Reports { 9118, 38 F. (2d) 165 
(1930), cert. den, 281 U. S. 761, 74 L. Ed. 1170; 
Pope v. Commissioner, 2 ustc { 506, 39 F. (2d) 
420: H. Lewis Brown, CCH Dec. 13,059, 1 TC 
760, aff'd 141 F. (2d) 307, cert. den. 323 U. S. 
714, 89 L. Ed. 575. 
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These: then are some of the problems 
arising when members of a professional 
partnership continue a Pollyanna attitude, 
refuse to look the future in the face or 
make definite plans to meet it. Plans will 
minimize estate taxes, continue the part- 
nership on a going basis, assure the sur- 
vivors of proper income tax deductions, and 
allow each partner to know exactly where 
his family will later stand financially. 


It is most advisable, therefore, to deter- 
mine the type of plan any professional or 
service partnership intends to adopt, its 
impact on the earnings of the survivors 
and the tax implication on all parties to 
such plan.™ 


For the reason that a partner’s share in 
physical assets of a service partnership is 
in a very limited amount and interest in 
future fees is not readily determinable, 
members of a firm discussing their future 
may decide to continue the partnership on 
the death of one, paying to his family, via 
the estate route, a future monthly income 
for a specified period of time in lieu of 
any payment for purchase of his partner- 
ship interest. This is done, too, because 
partners realize that each man has made 
some contribution to building the firm and 
that future business may flow from the 
prior activities of the deceased. In this 
plan then, the partnership is not dissolved, 
but the estate steps into the partnership for 
such fixed period and for a specified propor- 
tion of the earnings. 


Such an agreement in clear language, 
showing lack of intent to purchase the in- 
terest of the deceased partner, will not 
subject the surviving partners to taxable 
income on that portion of the earnings pay- 
able to the estate. Such portion is taxable 
directly to the estate.” 


As pointed out, the language clearly in- 
dicating lack of intent to purchase the 
interest is most important. Putting it 
affirmatively, the agreement should show 
just the opposite purpose. 

It may be that the partners can agree 
on some valuation figure for each partner- 
ship interest, but realize it is not too large. 
Under such circumstances, they can then 
add to the agreement the further stipula- 


33 Bull v. U. 8., 35-1 ustc 7 9346, 295 U. S. 247, 
254, 79 L. Ed. 1421, 1424; Estate of George R. 
Nutter, footnote 29. 

%* For an excellent discussion of such plans, 
Please refer to Deane C. Davis, ‘Liquidation 
Agreements for Personal Service Partnerships,”’ 
1 Journal of the American Society of Chartered 
Life Underwriters 2, 132. 

% Bull v. U. 8., footnote 33; Barth, CCH Dec. 
9590, 35 BTA 546; Coates, footnote 28. 
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For tax purposes, the general rule in 
personal service partnerships is that 
good will depends on personal quali- 
fications and is not a group asset. 


tion concerning the right of the estate also 
to share in future earnings. If each part 
of such agreement is clear, with payments 
for the second part having no relation to 
the other payments provided for liquidating 
the capital account, no difficulty should 
arise. The result of such an agreement 
should be: 


(1) The value of the capital account is 
readily determinable and is taxable in the 
corpus of the estate. 


(2) The income under the second part 
of the agreement is: (a) The present value 
of the right of the estate to share in future 
earnings and is includible in decedent’s 
estate for estate tax purposes (such estate 
tax payment for this item can be later set 
off against the income tax payable when 
these payments are received by the es- 
tate*); (b) Not includible as taxable in- 
come to the surviving partners even 
though it actually was their labors that 
produced such income. 


A good outline of such a combination 
agreement which stood all law tests and 
which can readily be adapted to either of 
the two plans above suggested will be found 
in the Coates case.” 

Business life insurance can be used to 
good advantage under either of these plans. 
Let us assume that under the first plan 
where the estate will continue in the part- 
nership for a specified number of years, it is 
estimated that the total obligation of the 
firm will amount to $100,000 over a five- 
year period, or $20,000 per year. If we 
wait to draw this down from the future 
earnings of the partnership, we have one 
less man and the survivors must carry the 
extra load with no increase in compensa- 
tion. It may be necessary to hire another 
attorney, which will increase expenses with 
consequent reduction in partnership earn- 
ings. Such a burden can be greatly mini- 
mized, perhaps entirely eliminated, by 
funding it now through cross-insurance. 

Assume six partners in the firm, with 
equal interests. On the death of one, it is 


* Code Section 126 (c). 
* Footnote 28. 
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incumbent on the remaining five to pay the 
decedent’s estate an estimated total of 
$100,000 over a five-year period. Each part- 
ner would purchase five contracts of in- 
surance. Each contract would be for $20,000 
and would insure the life of one of his five 
partners. 


On the death of one partner, the $100,000 
insurance proceeds become available. It is 
nontaxable to the survivors. Instead of 
taking it in a lump sum, it is left at interest 
under a settlement option. Each year as the 
$20,000 firm earnings are paid over to the 
estate the survivors can thereafter draw 
one fifth of the insurance proceeds. The 
net result is that the estate has a taxable 
income on its $20,000 partnership earnings. 
The survivors have taxable income only on 
the balance of the partnership earnings each 
actually receives. The insurance they draw 
down will take up the slack between the 
actual value of the work they did and the 
amount of compensation received. Only 
the interest earned during the year on the 
insurance proceeds will be taxable to them. 


Partners may, for other reasons, decide 
to enter into the usual buy-and-sell agree- 
ment. Under it, the partners agree that 
on the death of one the partnership shall 
continue with the survivors buying as indi- 
viduals their agreed portions of the de- 
ceased’s interest. 


Such agreement must be binding on all 
parties and their estates during life as well 
as upon death, and, in both instances, at 
a price fixed or readily determinable by a 
valuation formula set forth in the agreement. 

The valuation must, if it will later stand 
the scrutiny of the taxing authorities, be 
realistic and consistent with the laws gov- 
erning the valuation of partnership in- 
terests for estate tax purposes.™ Such value 
should be expressed in actual dollars and 
should include only the valuation of items 
covering physical assets, good will, fees 
already completely earned and fees not yet 
earned on cases then in the firm. If the 
value of the good will and physical assets 
is nominal and not intended to be included, 
specific reference to such fact should be 
made. Revaluation can be provided for at 
stated partnership accounting intervals. 


When death occurs, the agreement be- 
comes operative. Unless the survivors have 
the necessary cash, they must either bor- 
row or pay from future earnings with the 
ax consequences heretofore pointed out. 


‘“‘Tax Aspects of Sur- 
Wisconsin Law 





88 Laikin and Lichter, 
vivor-Purchaser Agreements,”’ 
Review, March, 1948, p. 139. 
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The solution to the cash problem is once 
again through the use of business life 
insurance on the cross-ownership basis. The 
partners each buy the proper amount of 
insurance covering the price each will pay 
as his contribution purchasing a portion 
of the decedent’s interest. For accounting 
purpose and for convenience, the partnership 
may pay the premiums, with the proper 
premium being charged against each part- 
ner’s earnings. 


The agreement binds each party and his 
estate to accept upon death or withdrawal 
the agreed-upon valuation. On death, the 
insurance proceeds are paid to the indi- 
vidual surviving partners and received by 
them as nontaxable income. This cash is 
then given to the estate in return for the 
deceased’s partnership interest. 


The result is that the estate has the 
funds to pay its taxes, to support the 
family and to make its cash distributions. 
The surviving partners have the entire part- 
nership interest free and clear, and any 
assumption of an extra work load will be 
compensated by full receipt of the future 
earnings. 


Close Corporations 


In 1945 it was reported that there were 
over 421,000 active business corporations in 
the United States.” 


It has also been estimated that of all these 
corporations only 30,000 have some stock in 
the hands of the public, with 20,000 of 
these firms having such a small amount of 
this outstanding stock in the hands of other 
than management that they should be con- 
sidered close corporations. 


One of the loose-leaf services estimates 
two thirds of our corporations are close, 
with ten or fewer stockholders. 


Consider, too, that there are only about 
2,000 corporations throughout the United 
States whose stock is so diversified it is 
listed on an exchange. 


The close corporation is usually controlled 
by a small group of stockholders who 
actively participate in the management or 
operations of the business. 


It is not too much to expect, in many 
instances then, that salaries, dividends and 
the stockholdings will constitute the bulk 
of the estate of such persons. 


* United States Department of Commerce 
reports: figures based on income tax reports; 
there are about 33,000 additional inactive cor- 
porations. 
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Without a readily available market for 
such stock, these people and their families 
can face serious financial difficulties. 

The corporation, too, can suffer grave 
consequences. Heirs interested only in divi- 
dends; outside purchasers of the stock for 
a variety of ulterior motives; loss of top 
management without adequate replacement; 
the future position of majority, minority or 
equal stockholders, or of all such holders; 
the position of the estate in future business 
operations; the credit position of the corpo- 
ration; its future competitive position: 
these problems are of deep concern to man- 
agement, its operating personnel, stockhold- 
ers and heirs. Too little consideration is 
given to them in the present. Such lack 
of planning later rises to plague the busi- 
ness when it is too late to apply an ade- 
quate remedy. 


To assure the successful continuance of 
the close corporation with a management 
of harmonious stockholders, one of two 
things becomes necessary. Arrangements 
should be agreed on so that on the death 
of a stockholder his shares will be pur- 
chased by the other stockholders, or the 
corporation will purchase them to be held 
as Treasury stock subject to resale or to 
be retired. Unless there is positive assur- 
ance (and who can so guarantee?) that 
when this event occurs the shareholders 
will have readily available cash or the cor- 
poration will have sufficient surplus, we turn 
again to insurance to fund such arrangements. 

A buy-and-sell agreement among the 
stockholders similar in substance to that of 
the partnership, funded by cross-insurance, 
is one means of accomplishing the objective. 
Since the agreement will include a fixed 
price per share or a formula for fair deter- 
mination of its value, and since it binds 
all parties during lifetime to a required 
first offer at the agreed price, and upon 
death to sell only to the others, the price 
agreed upon will, provided it represents a 
fair value, be accepted by the Bureau of 
Internal Revenue in determining the value 
of the estate for tax purposes. 

The two elements noted in this paragraph 
are essential, though, to such accepted valu- 
ation. Should the restriction on sale of 
the shares during lifetime be omitted, the 
agreed valuation will not be accepted. 
Rather, the fair market value at time of 
death will be the tax determinant. One 
buy-and-sell agreement“ provided for an 

“ Estate of James H. Matthews, CCH Dec. 
13,822, 3 TC 525 (1944); Estate of Claire Gian- 
nini Hoffman, CCH Dec. 13,638, 2 TC 1160 
(1943). 
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agreed purchase price of $90 per share 
within six months after death. There was 
no provision compelling either stockholder, 
should he wish to dispose of his shares dur- 
ing his lifetime, to sell or first offer to sell 
to the other at the stipulated price. The 
Commissioner of Internal Revenue ruled 
the shares owned by the decedent must be 
included in his gross estate under Section 
302 of the Revenue Act of 1926 at their 
fair market value at the date of decedent’s 
death, which he had determined to be $120 
per share. 

The court, in upholding the Commission- 
er’s determination, pointed out that the 
decedent was free “up to the very moment 
of his death to sell or otherwise dispose 
of the shares for the best price obtainable. 

Since the agreement between decedent 
and Jenkins did not pass to either of them 
any present rights or interest in the shares 
owned by the other, but merely gave to 
each a right of claim to an interest in the 
shares which the other might own at his 
death, it was testamentary in character.” 


When the option was binding during life, 
the cases support our conclusion.” 


Neither need we fear the possibility of 
double taxation on the stock and on the 
insurance proceeds received provided we 
make certain our agreement is such that 
the intent and the binding agreement are 
readily determinable.” 


Stock-Retirement Plan 


Particular state statutes, allowing cor- 
porations to purchase their own shares, 
should be checked by the attorney. The 
statute permitting, it may at times be more 
advantageous for the corporation to pur- 
chase and own the insurance policies with 
the proceeds to be used for stock-retiremenpt 
purposes. Various reasons for such an 
arrangement suggest themselves: 


"Wilson v. Bowers, 1932 CCH Standard Fed- 
eral Tax Reports { 9214, 57 F. (2d) 682; Lomb 
v. Sugden, 36-1 ustc { 9158, 82 F. (2d) 166; Edith 
M. Bensel et al., Executors, CCH Dec. 9701, 36 
BTA 246, aff'd 38-2 ustc { 9593, 100 F. (2d) 639. 

“FEstate of Ray E. Tompkins, CCH Dec. 
17,325, 13 TC 1054 (1949); Boston Safe Deposit 
€ Trust Company et al., Executors, CCH Dec. 
8561, 30 BTA 679; M. W. Dobrzensky, Executor, 
CCH Dec. 9298, 34 BTA 305; Estate of John T. 
H. Mitchell, CCH Dec. 9902, 37 BTA 1; Estate 
of G. C. Ealy, CCH Dec. 18,302(M), 10 TCM 431. 

“© For a recent complete review of the statutes 
and decisions, refer to Fletcher Cyclopedia Cor- 
porations (1950), Vol. 6A, Secs. 2845-2861. 

“Emeloid Company, Inc. v. Commissioner, 
51-1 ustc § 66,013, 189 F. (2d) 230 (CA-3, May 
10, 1951): ‘The trust was designed to imple 
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(1) Income tax differentials in favor of 
the corporation as opposed to some of its 
stockholders. 


(2) A larger group of stockholders than 
is ordinarily found in a typical close corpo- 
ration, which would make a stock-purchase 
agreement among the stockholders on a 
cross-insurance plan cumbersome. 


(3) A reasonable allocation of surplus to 
such purchases within the purview of Code 
Section 102. 


(4) Lack of available cash to pay premi- 
ums by certain stockholders. 


Such an agreement to be valid must, of 
course, be made in good faith, not in fraud 
of creditors or other stockholders and the 
corporation must usually purchase its stock 
out of surplus. 


Legality of Such Agreements 


A decided judicial and statutory trend 
during the past 20 years has definitely 
broadened the view that such purchases are 
legal.® 


While one argument against stock pur- 
chase by the issuing corporation has been 
that it is foreign to the corporate purpose,“ 
the main, and certainly valid, reasons have 
been predicated on the ground of possible 
injury to creditors and stockholders. 


The statutes throughout the country are 
not uniform, some limiting the purchase of 
shares from surplus, others permitting pur- 
chase from capital under certain restric- 
tions. Some few states absolutely forbid 
corporations to purchase their own stock.” 


The general rule may now be said to be 
that in the absence of any express statutory 
prohibitions or restrictions against such 
purchases in the corporate charter or by- 
laws every corporation has a right, in good 


ment that original purpose and, at the same 
time, add a further business objective, viz., to 
provide for continuity of harmonious manage- 
ment. Harmony is the essential catalyst for 
achieving good management; and good manage- 
ment is the sine qua non of long-term business 
success. . . . those interested in his estate might 
enter into active participation in corporate af- 
fairs and possibly introduce an element of fric- 
tion. Or his estate, not being bound by contract 
to sell the stock to petitioner, might sell it to 
adverse interests. The fragile bark of a small 
business can be wrecked on just such uncharted 
shoals."’ 

* Laikin, Death, Taxes and Your Business 
(Fiduciary Publishers Inc., New York City) 
(published also in Trusts and Estates in series 
from October, 1947, through February, 1948). 
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faith, to purchase its stock out of surplus.” 
But as the court in West Pennsylvania Chem- 
ical & Manufacturing Company v. Prentice“ 
said, “the decision of a particular case de- 
pends so largely on its own facts that the 
foregoing statement of the rule is valid only 
in a general sense, and admits of several 
exceptions.” 


Validity of Such Agreements 


In the stock-requirement agreement as 
well as the stock-purchase agreement where 
a “first offer” either to the corporation or 
fellow stockholders is required, this restric- 
tion, unless brought to the attention of an 
innocent purchaser for value, would not 
stand, In a very recent case,“ the Minne- 
sota Supreme Court held that the absence 
of any transfer restrictions on a stock cer- 
tificate bars enforcement against the certif- 
icate holder of a corporate bylaw restricting 
stock transfers, even though the certificate 
holder had notice of the existence of the 
bylaw (citing Section 15, Uniform Stock 
Transfer Act). It behooves us then to place 
the proper notice on the face of such certif- 
icate or, if the shares are deposited under 
the agreement with a trustee, to endorse 
them in blank. 


A requirement that stock shall not be 
saleable unless first offered to the corpora- 
tion at its book value is a reasonable, and 
valid, restriction.” 


The Uniform Stock Transfer Act™ per- 
mits restrictions upon the transfer of cer- 
tificates provided they are printed on the 
certificate and are reasonable and not con- 
trary to any law or public policy. 


So: “An agreement which seeks to con- 
trol the stock for purpose of management, 
lawful in itself, is not subject to any in- 
firmity but is the exercise of a legal right.” ™ 


Enforceability of Such Agreements 


Buy-and-sell agreements will, as in part- 
nership cases, be effectively enforced in the 


“ Melniker v. American Title & Guarantee 
Company, 253 App. Div. 570, 3 N. Y. S. (2d) 
198; Burnes v. Burnes, 132 F. 485, 497 (1904), 
aff'd 137 F. 781, cert. den. 199 U. S. 605, 26 
S. Ct. 746, 50 L. Ed. 330. 

‘7 236 F. 891 (CCA-S8, 1916). 

Costello v. Farrell, 20 United States Law 
Week 2013 (Minn. S. Ct., June 29, 1951). 

*” People v. Galskis, 233 Ill. App. 414 (1924); 
Doss v. Yingling, 95 Ind. App. 494, 172 N. E. 
801 (1930). A similar restriction has been up- 
held under the New York Stock Corporation 
Law, Sec. 65, in Hassel v. Pohle, 214 App. 
Div. 654, 212 N. Y. S. 561 (1925). Annotations 
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case of the stock-purchase agreement among 
stockholders or stock-retirement agreements 
between the share owners and the corpora- 
tion. 


Since there is no readily available market, 
or in fact no market at all, in which the 
survivor could purchase shares and then 
recover his damages in a lawsuit, specific 
performance is the proper remedy. 


“The agreement was valid and under it 
the plaintiff is entitled to have specific per- 
formance. 


“An action at law to recover damages for 
breach of the contract would not afford ade- 
quate remedy but, in effect, destroy the very 
purpose of the agreement by opening the 
way for holding of the stock by third 
persons,” ® 


A defense of lack of consideration is 
occasionally raised in an action for specific 
performance but will not stand under a 
properly drawn instrument. 


The Tompkin case in New York™ was 
one wherein the corporation sought specific 
performance. Under the agreement, the 
stockholder agreed to sell his stock on leav- 
ing the company’s employment. When that 
event occurred, the corporation, alleging the 
stock to have no actual book value and no 
market value, nevertheless sought to compel 
the employee, Schwartz, to transfer his 
shares. The court of appeals, holding the 
corporation could not legally perform the 
contract unless it had a surplus, pointed out 
such a bargain could be binding only on 
Schwartz, not on the corporation. 


“Under these circumstances, we have a 
contract not mutually binding, and there- 
fore lacking in consideration.” 


Some time later, though, another case 
arose in New York involving the interpreta- 
tion of a stock-purchase agreement. The 
appellate court, on authority of the Tompkin 
case, was of the opinion the agreement was 
invalid. The same New York Court of 
Appeals said, “We do not approve the rul- 
ing below that the contract was void under 


on validity of restrictions on alienation or 
transfer of corporation stock: 65 A. L. R. 1159; 
138 A. L. R. 647; on construction and appli- 
cation of provisions of articles, bylaws, statutes 
or agreements restricting alienation or transfer 
of stock: 2A. L. R. (2d) 745. 

*® 6 Uniform Laws Annotated, Sec. 15. 

5| Scruggs v. Cotterill, 67 App. Div. 583, 73 
N. Y. S. 882 (1902). 

8 Bohnsack v. Detroit Trust Company, 292 
Mich. 167, 290 N. W. 367, 369 (1940). 

8 Tompkin, Loring & Schwartz Inc. . 
Schwartz, 249 N. Y. 206, 163 N. E. 735, 66 A. L. 
R. 1179 (1928). 
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Tompkin, Loring & Schwartz... .”"™ This 


second case had mutually binding agree- 
ments between stockholders. 







Where there are such mutually binding 
promises, the contracts are sustained. 
Greater New York Carpet House, Inc. v. 
Herschmann™ is a leading case in which it 
was sought to avoid the contract on the 
basis of the Tompkin decision. The court 
pointed out the provisions in the buy-and- 
sell agreement for the corporation to fund 
the purchase of the stock through life insur- 
ance, and the fact such insurance was pur- 
chased and maintained by the corporation; 
and held, therefore, that there were suffi- 
cient legal considerations on both sides to 
support the contract. 











Of interest in the carpet company agree- 
ment was a provision that upon death of the 
stockholder the proceeds of the policy, 
when collected by the corporation, would 
be placed in a special surplus account for the 
purpose of buying the stock. 

















Referring back to the validity of such 
stock-retirement plans, we recall that gen- 
erally a corporation can purchase its stock 
only out of surplus. The question naturally 
following is: What good is the contract if 
the corporation has no surplus at time of 
performance? 


The answer: Of little, if any, value, de- 
pending on the facts in each case, 


















Protection can be afforded against such 
possibility through various methods: 


(1) Reduction 
fraud of creditors. 


of capital when not in 

(2) Additional key-man insurance pay- 
able to the corporation to compensate it for 
the loss of such individual. Remember, 
though, that since the premiums were paid 
by the corporation, if the deceased was a 
stockholder, the payment of this key-man 
insurance (not the stock-retirement insur- 
ance) will proportionately increase the val- 
uation of his stock.® Care, therefore, should 
be taken to establish by definite evidence 
the actual loss to the corporation through 
the death of such key man. Such deter- 
minable loss can be deducted from the in- 


surance proceeds and thus reduce the 
purported increase in the value of the 
stock.” 


(3) Establishment of a special surplus 
account from the stock retirement insurance 
proceeds with whatever portion of it may be 
necessary to create a regular corporate sur- 
plus. Add to this restrictions against in- 
creased salaries and dividend payments until 
the estate has received full payment. 


(4) Alternate provisions for stockholders 
to buy in event the corporation does not 
have a surplus.™ 


(5) The best guarantee that the corpora- 


tion will have the surplus is, of course, by 
funding the agreement by life insurance. 





“% Titterton v. Colvin, 244 App. Div. 757, 278 
N. Y. S. 944, aff'd 269 N. Y. 550, 199 N. E. 666; 
rearg. 270 N. Y. 321, 1 N. E. (2d) 116. 


258 App. Div. 649, 17 N. Y. S. (2d) 483. 


“ Estate of Kennedy, CCH Dec. 1523, 4 BTA 
330. 

3 Newell v. Commissioner, 3 ustc {§ 1141, 66 F. 
(2d) 102. This case is usually cited as standing 
for the principle that the portion of life insur- 
ance proceeds paid to a corporation on the 
death of a key employee, which can be demon- 
strated to be equal to the actual cash loss to 
the corporation by the death of such key man, 
can be used to offset the increased value of 
the stock of the corporation by reason of the 
receipt of the insurance proceeds. The Court 
of Appeals for the Seventh Circuit in its deci- 
sion, while stating such view, reversed the Board 
of Tax Appeals and remanded the case for the 
purpose of securing any such evidence and 
determining the real question at issue. 


As to the final outcome of the case, the only 
reference to it in the printed reports was under 
the heading ‘‘Proceedings Dismissed or Other- 
wise Disposed of on Rehearing or Subsequent 
Promulgated Decision.” 


The executors in the Newell case valued the 
deceased’s stock at $154 a share; the Commis- 
Sioner of Internal Revenue valued it at $250, 
while the Board of Tax Appeals in its original 
decision valued each share at $242. 




















Business Life Insurance 








After taking additional evidence in accordance 
with the mandate of the Seventh Circuit, how- 
ever, the Board did make another order (Octo- 
ber 13, 1933), finding as follows: 


‘‘Pursuant to the order of the Board entered 
in the above-entitled proceeding August 2, 1933, 
counsel for the petitioner presented additional 
evidence in accordance with the Mandate of 
the Circuit Court of Appeals for the Seventh 
Circuit dated July 28, 1933. Upon such evidence 
the Board makes the following findings: 


‘“‘Upon the death of Charles C. Ingalls October 
24, 1928, the Ingalls Stone Co. sustained a loss 
equal to $300,000, which loss was fully covered 
by insurance. For the purpose of arriving at 
the fair market value of the shares of stock 
of the Ingalls Stone Co. at the date of death 
of Charles C. Ingalls, there should be excluded 
from the assets any amount in respect of the 
insurance carried by the company on the life 
of Ingalls. 


“The fair market value of each share of 
stock of the Ingalls Stone Co. on October 24, 
1948, was $154.11.”’ 


% See Mannheimer and Wheeler, Jr., ‘The 
Enforcibility of Corporate Buy/Sell Agree- 
ments,"’ New York Law Journal, Dec. 6, 7, 1949. 
Most complete citations, including the many 
law review articles on the purchase of its stock 
by a corporation, will be found in Fletcher Cy- 
clopedia Corporations (1950), Vol. 6A, Ch. 33, 
p. 373. 





773 


Implications of Code Section 102 


“Section 102—Surtax on Corporation Im- 
properly Accumulating Surplus: 


“(a) Imposition of Tax—There shall be 
levied, collected and paid upon the 
net income of every corporation . . . if 
such corporation . . . is availed of 
for the purpose of preventing the imposition 
of the surtax upon its shareholders . 
through the medium of permitting earnings 
or profits to accumulate instead of being 
divided or distributed, a surtax. .. .” 


It is exceedingly difficult to comprehend 
a case when, standing alone, the corporate 
payment of reasonable insurance premiums 
to fund a stock-retirement plan would im- 
pose on the corporation the penalty set 
forth in Section 102. Other factors would 
necessarily have to come into play: a sur- 
plus beyond the reasonable needs of the 
business with negligible or no dividend 
distributions, excessive salary payments, 
large single premium policies or endowment 
contracts.” 


The binding-contract elements of the 
stock-retirement agreement must not be 
overlooked. Good faith, validity of purpose, 
low-cost policies and normal surplus ac- 
cumulations will survive any critical ex- 
amination under this section of the Code. 


Code Section 115(9)(1) 


This section relates to cancellation or re- 
demption by a corporation of its stock at 
such time and in such manner as to make 
it essentially equivalent to the distribution 
of a taxable dividend. 


The regulation ® under the section though 
provides that ‘fa cancellation or redemp- 
tion by a corporation of all of the stock of 
a particular shareholder, so that the share- 
holder ceases to be intrusted in the affairs 
of the corporation, does not effect a taxable 
distribution.” 


The Snite" and Boyle” cases illustrate 
facts and reasonings as to what does and 
does not constitute taxable dividends on 
partial stock redemption, 


Since our stock-retirement plan calls for 
such total redemption, the payment to the 
estate would not be taxable as a dividend. 


* But see Lewis v. O’Malley, 140 F. (2d) 735 
(CCA-8, 1944). 

© Regs. 111, Sec. 29.115-9. 

* Commissioner v. Snite, 49-2 ustc {| 9470, 177 
F. (2d) 819 (CA-7); Boyle v. Commissioner, 51-1 
ustc f 9196, 187 F. (2d) 557 (CA-3), pet. for cert. 
filed May 24, 1951. 
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A new subsection, 115 (g) (3), added by 
the 1950 act,” allows a corporation to re- 
deem stock for the purpose of paying death 
taxes and interest collected as part of such 
taxes, without having such redemption 
classified as a dividend distribution to the 
stockholder’s estate. To fall within such 
exception though, the value of the deced- 
ent’s stock for estate tax purposes must 
comprise more than 50 per cent of the value 
of the decedent’s net estate. This provision 
can be effectively used by the lawyer in 
certain estate planning cases and considera- 
tion might be given to the value of cor- 
porate-owned insurance to provide necessary 
funds. 


Increased Valuation of Survivors 
Interest Under Stock-Purchase or 
Stock-Retirement Plans 


There will be no increase in the book 
value of stock under a stock-purchase agree- 
ment among the stockholders. Since such 
agreement is personal to the stockholders, 
the same number of shares remain outstand- 
ing after the agreement has been consum- 
mated. 


When the corporation is a party to the 
agreement and receives insurance proceeds 
by which it actually retires stock, the re- 
maining shares in the possession of surviv- 
ing stockholders naturally increase in book 
value without any corresponding increase 
in cost basis. Later sales by such stock- 
holders could result in a capital gains tax. 


In his conclusions in an article™ which 
discusses tax implications under Code Sec- 
tions 102 and 115, Albert Mannheimer says: 
“ the matter of tax risks in connec- 
tion with a stock-retirement agreement 
funded by insurance has been overdone. In 
relatively few cases involving such agree- 
ments is Section 102 a risk, but in those 
cases it probably would be, even without 
the agreement. As to double estate taxes, 
and the premiums being taxed as construc- 
tive dividends, relax completely.” 


Conclusions 


Business-continuation or buy-and-sell agree- 
ments, as they are sometimes called, when 
soundly conceived and properly financed, 

*2 Section 209 (a), Revenue Act of 1950. 

* “Insurance to Fund Stock-Retirement and 
Buy-and-Sell Agreement,’ The Insurance Law 
Journal, June, 1951, p. 414. 
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are a valuable contribution to the American 
economic system. They are the means by 
which sole proprietorships, partnerships 
and close corporations remain alive despite 
the death of a principal. They are respon- 


sible not only for the continued, healthy 
existence of such economic units but for the 
financial contributions that enable the family 
unit of the deceased principal to survive. 


[The End] 


Cumulative Liability 


Under Surety Bonds 


By E. VERNON ROTH 


The author, a New \ ork City attorney, 
read this paper before the Committee 
on Fidelity and Surety Insurance Law, 
Section of Insurance Law, American 
Bar Association, September 18, 1951. | 
| 
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S AN INTRODUCTION it seems ap- 

propriate to mention that suretyship 
as a business adjunct has according to 
historical records been in use longer than 
any other form of insurance. The impor- 
tance and value of collateral or some other 
form of security has been recognized as 
a sound business practice for many cen- 
turies. One of the earliest forms of security 
was the use of hostages in warfare. Ac- 
cording to some students of Babylonian 
law, promissory notes for money loaned 
took the form of a bond. The agreement 
to pay the purchase money for lands was 
sometimes in the deed and sometimes put 
in the form of a bond. Suretyship has, 
it appears, played an active part in the long, 
wearisome climb of man through innum- 
erable economic difficulties, and in the 
development of a more stable social system. 
This simple and convenient means of less- 
ening the risk in all kinds of business 
ventures is, unfortunately, little understood 
and for that reason progress and expan- 
sion has been extremely slow. Not until 
corporations were allowed to issue surety 
bonds was there any noticeable progress 
or real expansion in suretyship. As a 
surety obligation may be affected by num- 
erous imponderables, it has required an 
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abundance of courage by those engaged in 
the business to broaden the scope of surety 
operations. 


To appreciate the significance of what 
follows, it is necessary to ascertain the 
meaning of the term “cumulative liability.” 
The word “cumulative” has been defined 
in Webster’s Dictionary as “Formed or be- 
coming larger by successive additions.” The 
word “liability” has been defined as “The 
state or quality of being liable.” In Funk 
& Wagnalls Dictionary, the word “cumula- 
tive” has been defined as “Gathering volume 
or strength by addition or repetition; super- 
added.” Liability has been defined as “The 
state of being liable, or exposed to some 
accidental or incidental result or occur- 
rence.” Also: “The condition of being re- 
sponsible for a possible or actual loss, 
penalty, expense or burden. That for which 
one is liable or responsible.” No completely 
satisfactory legal definition of the term 
“cumulative liability” has as yet evolved. 
“Cumulative,” as defined by the legal lexi- 
cographers, means “additional; that which 
is superadded to another thing of the same 
character and not substituted for it.” The 
word “cumulative” means “increasing by 
successive additions.” 


Fidelity Bonds 
for Business Enterprises 


Years ago corporate sureties began to 
write individual fidelity bonds. A little later 
the fidelity schedule bond, which covered 
those listed by name or position, was evolved, 
and when the inconvenience of the schedule 
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was realized blanket fidelity bonds without 
schedules were introduced. Fidelity bonds 
are now usually issued as continuous obli- 
gations and they remain in force until can- 
celed, The practice of issuing annual fidelity 
bonds was the method followed in the early 
days of corporate suretyship. This method 
is now seldom followed as fidelity bonds 
provide coverage against concealed losses, 
and by the terms of the bond losses must 
be discovered within a_ specified time 
after cancellation. Annual bonds terminate 
automatically, but continuous bonds unless can- 
celed cover the employee indefinitely, ter- 
minating, however, on death, resignation or 
discharge. The indefinite or continuous form 
of bond seemed better to fill the needs of 
most assureds and has practically taken the 
place of annual bonds. In furtherance of 
their belief in the advantages of continuity 
of coverage, surety companies, whenever 
they issue a fidelity bond in place of their 
bond or the bond of another company, at- 
tach to the bond a rider, the purpose of 
which is to permit the insured to claim 
losses which occurred under the prior bond 
but which are not discovered until the time 
for discovery of loss under the prior bond 
has expired. Clauses have been inserted in 
fidelity bonds which provide that in the 
event of an excess loss the insured is en- 
titled to all salvage until the full amount of 
its loss is recovered. The insuring clauses 
of all fidelity forms have been broadened 
far beyond acts of larceny and embezzle- 
ment and include any dishonest act. It does 
not take much imagination to visualize the 
unique types of loss thereby embraced within 
the coverage. The area of liability was, 
however, further broadened by the intro- 
duction of blanket fidelity bonds. These 
bonds cover in blanket amount every con- 
ceivable kind of dishonest act by employees, 
known or unknown. 


A fidelity bond, in the method of issuance 
and the practice followed in computing the 
premium, resembles a life insurance policy, 
as life insurance is not a contract for a sin- 
gle year with the privilege of renewal from 
year to year by paying the annual premium, 
but it is an entire contract of insurance for 
life. Each premium (the first and subse- 
quent premiums) is part consideration of 
the entire risk, Most other types of insur- 
ance policies are issued for a definite period 
of time. Fire, automobile and many other 
kinds of insurance are usually issued annu- 
ally, whereas fidelity bonds are generally 
issued for an indefinite period. Once a 
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surety company has determined that its 
principal is worthy of its confidence and 
elects to issue the bond, its fate to that ex- 
tent is sealed. When other forms of insur- 
ance are involved, payment of the premium 
is an important factor. If the premium is 
not paid the company has a valid reason 
for cancellation and sometimes it is a good 
defense against the payment of a claim. But 
the nonpayment of the premium seldom af- 
fects the liability of the surety on a bond. 
When an insurance contract expires or is 
canceled, the rights of the parties are estab- 
lished and the company may consider its 
obligation at an end, except for unreported 
losses. Evidence upon which a surety may 
terminate its bond is oft’times difficult to 
secure and the time within which to dis- 
cover and report losses may last indefinitely, 
so that a surety is obliged to set aside a 
reserve out of its funds and maintain at 
considerable expense canceled records for 
many years. Naturally, any limitations tending 
to defeat the purpose of a fidelity bond, as 
with any other insurance contract, will not 
be given effect by the courts unless clearly 
and fully expressed, as ambiguities in phrase- 
ology are invariably resolved against the 
insurer. Hence, the courts usually pursue 
a liberal view when called upon to interpret 
vague provisions of an insurance contract. 
As the companies are opposed to assuming 
cumulative liability, they have within recent 
years made a determined effort to clarify 
the language of all fidelity bonds so as to 
remove any semblance of ambiguity and 
thereby relieve the courts of any grounds 
for ruling against the surety. 


It has been suggested that an assured 
may obtain annual coverage by securing its 
fidelity bonds from a different company 
each year. But surety companies shy away 
from the business of an assured which en- 
deavors to obtain cumulative coverage through 
switching its bond in this manner. 


Under the present method of bonding, 
that is, the use of the continuous form of 
bond, hundreds of millions of dollars of 
losses have been paid by surety companies 
under fidelity bonds. It is, therefore, a tried 
and practical method and affords business 
liberal protection against dishonesty losses 
by employees and others, It is a well-known 
fact that there are many types of loss which 
cumulative liability would not help. For 
example, under a $5,000 bond which was 
renewed for five consecutive years, loss of 
$20,000 occurred in one of the years covered 
by the bond. The insured in such a situa- 
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The insurance clauses of all fidelity 
forms have been broadened far beyond 
acts of larceny and embezzlement and 
include any dishonest act, thereby 
embracing many unique types of loss. 


tion, even if his bond had been renewed 
annually, could not be fully and entirely 
compensated, Other examples are those 
cases where the bond has been in force a 
long time and some employee has been cov- 
ering up his defalcations by manipulating 
the records in such a manner as to cover 
up the dates on which the defalcations oc- 
curred. It is incumbent upon the insured 
to prove the loss and it must show when the 
loss occurred in order that the loss may be 
assessed against the bond in force at the time. 


At this point it might be advisable to con- 
sider what are regarded by the companies 
as the advantages of continuity of coverage. 
They believe the surety should remain lia- 
ble throughout the entire period of employ- 
ment so that the insured need not prove 
that the loss took place in any particular 
year so long as it can be established that it 
was within the time the bond was in effect. 
In many instances defalcations spread over 
a number of years, and it is generally diffi- 
cult to determine exactly when the defalca- 
tion occurred. Therefore, continuity of 
coverage is generally of material advantage 
to the insured. The companies also believe 
that the assured should have the primary 
right to salvage in the event of a loss in 
excess of the bond, and since one of the 
unique features about fidelity losses is that 
the discovery of the loss is seldom immedi- 
ate, a liberal period of time should be pro- 
vided for discovery of loss. They also believe 
that the disadvantages of annual bonds are: 
the danger through oversight of the as- 
sured’s failure to have the bond rewritten; 
loss of continuity of protection; increased 
expenses to the assured and the insurer; 
and the assured’s disappointment at dis- 
covering that this type of coverage is not 
an advantageous substitute for adequate 
coverage. This method of bonding also 
tends to cause employers to relax in the 
supervision of their employees. Audits by 
public accountants are less frequent and 
losses are, therefore, not discovered so 
quickly. Continuous bonds contain no clause 
by which its obligation is avoided or sus- 
pended by the failure of the assured to pay 
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an annual premium; no affirmative action of 
either party to the contract is necessary to 
keep it in force, and there is no risk of lapse 
of coverage. 


It has been contended that an insured 
would not pay an annual premium without 
any compensatory return if a loss had in 
fact occurred during the first or second year 
of the contract without being discovered, 
as the insured is placed in the position of 
continuing to pay premiums in subsequent 
years without any possibility of receiving 
benefit. On the other hand, no surety com- 
pany would agree to continue its bond in 
force if it knew or even suspected that an 
employee had already stolen. It has been 
suggested that surety companies should give 
in exchange for an annual premium cumu- 
lative liability and continue to give all other 
liberal provisions at present contained in 
fidelity bonds. Suretyship is a hazardous 
business, much more so in fact than most 
people realize. If those engaged in the writ- 
ing of such risks are to continue in business 
and prosper, they must avoid overexposure 
on any one risk. No company, for instance, 
would knowingly write a new bond each 
year and pyramid its liability for a period 
of years unless the bond was for a com- 
paratively small amount and each bond con- 
tained a provision which limited the time 
for the discovery of loss after cancellation. 


Purchasers of fire insurance are usually 
warned to insure in an amount comparable 
to the value of the property. A new policy 
is generally issued each year and where at 
the time of the purchase of the insurance 
the property may have cost $10,000, ten 
years later it may be valued at and actually 
worth $50,000, If the property is destroyed 
by fire at the time when its value greatly 
exceeds the amount of the policy, the as- 
sured must bear the excess loss. Surety 
companies have never required their assureds 
to fix the fidelity protection in line with the 
possible exposure based upon values, but 
they may well insist that their assureds pur- 
chase and pay for protection reasonably 
proportionate to the amount susceptible to 
misappropriation before discovery. If this 
formula were followed the need and reason 
for cumulative liability would disappear. 
The companies invariably endeavor to im- 
press upon their assureds the value of pur- 
chasing an adequate amount of coverage. 
Several groups of buyers of insurance have 
compiled tables of suggested minimum 
amounts and other steps have been taken 
to make the public conscious that it is to 
its own interest to purchase coverage in an 
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appropriate amount. Furthermore, annual 
bonds would seldom save an assured from 
excess loss if the penal amount of the bond 
is low. 

Such defects, imperfections or inconsist- 
encies as may be alleged against surety 
companies with respect to the basis upon 
which surety bonds are customarily issued 
are largely due to lack of understanding of 
the many attending problems confronting 
the issuance of this type of coverage. Ba- 
sically, the actual exposure on a fidelity 
bond is that estimated sum which an un- 
faithful employee might successfully steal 
under the conditions presented by the par- 
ticular risk, whether one day or five years 
before discovery. The assured, by reason 
of his intimate knowledge of the conditions 
surrounding the risk, is the one best quali- 
fied to appraise and determine his maximum 
exposure and the speed with which loss will 
be detected. Adequate coverage at all times 
is of course the objective to be accomplished, 
and an employee who can successfully steal 
a large sum over five years is apt to be able 
to steal an equally large sum in any one 
year. Furthermore, to avoid detection de- 
faulters usually cover up earlier thefts from 
larger amounts stolen at later dates. When 
finally discovered, all of the loss often ap- 
pears to have occurred within a compara- 
tively recent period. In such instances, an 
annual bond is of far less value than a con- 
tinuous bond in a reasonably substantial 
amount. 


It has been contended in several cases 
before the courts for determination that 
there is a failure of consideration for the 
payment of renewal premiums where the 
bond is continuous in form. Not only does 
a continuous bond in force for a period of 
ten years, for instance, afford protection 
throughout the ten years for current losses, 
but also it is by virtue of that tenth pay- 
ment that the protection against long-con- 
cealed losses is kept alive. Ample support 
for the continuous contract is in giving up 
the annual cut-off and waiving proof of the 
exact period when losses occurred. 


Fidelity Bonds 
for Financial Institutions 


By reason of the nature of their business 
and the ever-present exposure to risk of 
loss of money and securities and the ease 
with which such loss might be hidden by 
dishonest officers and employees, banks 
were among the first to require as a matter 
of policy that their officers and employees 
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furnish fidelity bonds. Prior to the forma- 
tion of corporations for the purpose of 
engaging in the business of issuing fidelity 
and surety bonds for a premium, such 
bonds were obtained from individuals who 
often did not realize the nature of the risk 
they were assuming until a loss occurred. 
This manner of furnishing bonds still pre- 
vails today in certain sections of the coun- 
try, more especially in rural areas, and each 
person in the employ of the bank usually 
arranges to secure his own individual bond 
in a specified amount. 


Inasmuch as it was the practice of banks 
to require bonds of all employees, a sched- 
ule form of bond was developed so that all 
employees could be covered by name under 
a single bond, The amount of the bond 
was indicated opposite the name of each 
individual listed on the schedule. This 
method of bonding officers and employees 
was a decided improvement but it imposed 
upon the management the responsibility of 
notifying the surety of changes in personnel. 
Another forward step was taken when the 
position form of schedule bond was intro- 
duced. This form of bond covered the posi- 
tion instead of the individual, in a specified 
amount. Even this form of bond imposed 
upon the assured certain responsibilities, 
such as accurately listing the number of 
employees occupying a particular position. 
Each of these forms is still available and 
has been broadened on numerous occasions 
to include such important features as auto- 
matic coverage of new employees, liberal 
salvage provisions and a generous period 
of time within which to discover losses 
after cancellation of the bond. 


The newest and most complete form of 
fidelity coverage is the bankers blanket 
bond. This type of bond protects the in- 
sured against a multiplicity of hazards in 
a blanket amount and it has no stated 
period of duration. Since its introduction 
over a quarter of a century ago, this form 
of bond has been extensively broadened and 
today protects the assured against numer- 
ous types of internal and external dishonest 
acts. The importance of purchasing bonds 
in substantial amounts so that the insured 
may be fully protected in the event of an 
extremely large loss has been stressed by 
the companies which write this type of cov- 
erage, and the American Bankers Asso- 
ciation has prepared schedules of suggested 
amounts of coverage similar to the follow- 
ing excerpt from the June, 1950 issue of the 
American Bankers Association Protective 
Bulletin: 
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“AMOUNTS OF BLANKET BOND COVERAGE 


Banks with Deposits of 
Less than $300,000 
$300,000 to 500,000 
500,000 to 750,000 
750,000 to 1,000,000 
1,000,000 to 1,500,000 
1,500,000 to 2,000,000 
2,000,000 to 3,000,000 
3,000,000 to 5,000,000 
5,000,000 to 7,500,000 
7,500,000 10,000,000. . . 
10,000,000 15,000,000. .... 
15,000,000 20,000,000 
20,000,000 25,000,000. 
25,000,000 35,000,000 
35,000,000 50,000,000 
50,000,000 75,000,000 
75,000,000 100,000,000 
100,000,000 150,000,000 
150,000,000 to 250,000,000. . 
250,000,000 to 500,000,000 
500,000,000 to 1,000,000,000 
1,000,000,000 to 2,000,000,000 
Over $2,000,000,000 


“In applying this table, banks which 
operate branches may deduct the total 
amount of deposits at all branches or the 
amount of deposits at head office, whichever 
is the lesser. The balances in U. S. Treasury 
tax and loan accéunts should also be elimi- 
nated from your aggregate deposits when 
ascertaining suggested amounts of coverage 
applicable to your bank. 


“In previous reports on this phase of the 
problem, the Insurance and Protective Com- 
mittee has repeatedly declared: ‘Banks are 
quasi-public institutions and their capital 
funds were never intended to withstand the 
shock of heavy uninsured losses.’ A reason- 
ably ample amount of blanket bond indem- 
nity is the most practical type of shock 
absorber for losses which may wipe out the 
bank’s entire capital structure.” 


The officers and employees of banks and 
certain other businesses in which the public 
has a vested or public interest are under 
the laws of some states required to furnish 
a statutory form of bond, Statutory forms 
of bond are generally extraordinarily broad; 
in some instances they contain no cut-off 
clause and very often the surety’s liability 
is cumulative from year to year. Bank 
examiners further add to the surety’s prob- 
lems by suggesting in their reports on ex- 
amination of an individual bank that it 
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Suggested Range of 
Minimum Amounts 


$10,000 $20,000 
20,000 30,000 
30,000 40,000 
40,000 50,000 
50,000 65,000 
65,000 80,000 
80,000 100,000 
100,000 125,000 
125,000 150,000 
150,000 175,000 
175,000 225,800 
225,000 275,000 
275,000 325,000 
325,000 400,000 
400,000 500,000 
500,000 650,000 
650,000 800,000 


....... 800,000 to 1,000,000 

eta oui 1,000,000 to 1,500,000 

.. 1,500,000 to 2,000,000 

2,000,000 to 3,000,000 , 

... 3,000,000 to 5,000,000 
..5,000,000 and up 


secure fidelity coverage annually even though 
the statutes do not so provide. The sure- 
ties persist in their belief that banks should 
substantially increase the amount of their 
fidelity bond coverage. The decision of 
Hood v. Simpson, 175 S. E. 193 (N. C.), 
illustrates the necessity for a thorough 
understanding of the local law before bonds 
on bank officers and employees are ex- 
ecuted. It shows, too, that the charter and 
bylaws of the bank obligee should be ex- 
amined insofar as they affect the officers’ 
and employees’ terms of office and the 
period and condition of the bond. Not until 
such data has been examined is it possible 
to determine the likelihood of cumulative 
liability and the length of time that bonds 
may run without cumulation. 


In order that the assured may not be 
penalized through operation of the dis- 
covery provision when it changes its bond 
from one company to another or the bond 
is cancelled and replaced by a bond issued by 
the same company, a superseded suretyship 
rider is attached to the new bond—and 
more recently this feature has been incorpo- 
rated in the bond itself. (See pamphlet en- 
titled Bankers and Brokers Blanket Bonds 
(October, 1933), by Henry Nichols.) This 
superseded suretyship provision gives con- 
tinuity of coverage so that losses which oc- 
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curred under the prior bond and which were 
not discovered within the discovery period 
of the prior bond are assumed by the new 
bond, Although this provision provides 
continuity of coverage it deliberately avoids 
cumulative liability for losses occurring 
under both bonds which become known be- 
fore or after expiration of the discovery 
period of the canceled bond. 


There is a definite trend toward all-risk 
coverage, as a study of fidelity blanket 
bonds will readily disclose. The degree to 
which the coverage in these forms has been 
extended in recent years is amazing. If the 
theory of cumulative liability is established 
as a legal principle and is forced upon the 
surety companies because premiums are 
collected annually, it will result in serious 
embarrassment to surety companies unless 
some means of obtaining a compensating 
increase in premium is provided to cover 
the additional liability. Failure to obtain 
an increase in premium sufficient in amount 
to cover the additional liability is apt to 
place the companies in a predicament oc- 
cupied by no other insurance underwriters. 
(For a discussion, see pamphlet, Cumulative 
Liability and its Elimination (1942), by 
George Alvin Cowee.) 


It is necessary to remember that the 
important distinction in coverage between 
annual and term bonds is that the annual 
bond is conditioned for the payment of 
losses occurring within the year. To re- 
cover under the bond it is necessary for the 
insured to establish that the loss occurred 
while the bond was in force. Difficulty of 
proof in the fidelity field caused a wide- 
spread demand for the continuous bond. 
It is important to understand that annual 
bonds are not written without a provision 
which limits the right to claim to a definite 
period, as it would be unsound for surety 
companies to carry latent liability indefi- 
nitely. It is axiomatic that an annual bond 
of inadequate amount can never take the 
place of a continuous bond in a _ sub- 
stantial amount. 


The companies have steadfastly main- 
tained that liability is to be limited to the 
amount stated in the bond with respect to 
each employee, regardless of the number of 
years the bond has been in effect; and 
hence the assured need not prove that the 
loss took place in any particular year if it 
can be established that it was within the 
time the bond was in force. Where the 
language of the bond clearly provides for 
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a single, continuous term, with a fixed 
beginning and ending on cancellation, and a 
provision which negates cumulative lia- 
bility, recovery has been limited to one 
penalty, and a clear limitation on liability 
stated in the bond will be enforced. 


See United States Fidelity & Guaranty 
Company v. Barber, 70 F. (2d) 220; Leonard 
v. Aetna Casualty and Surety Company, 80 F. 
(2d) 205; Brulatour v. Aetna Casualty and 
Surety Company, 80 F. (2d) 834; Hack v. 
American Surety Company, 95 F. (2d) 939; 
Aetna Casualty and Surety Company v. First 
National Bank of Weatherly, 103 F. (2d) 
977; Bradley v. Fire & Casualty Company, 
141 Pa. Sup. Ct. 85; New York Casualty 
Company v. Ford, 145 F. (2d) 599; Mont- 
gomery Ward Company v. Fidelity and De- 
posit Company, 162 F, (2d) 264; Oklahoma 
v. New Amsterdam Casualty Company, 110 
Okla. 23, 42 A. L. R. 829; John Church Com- 
pany v. Aetna, 13 Ga. App. 826, 1093, 80 
S. E. 1093; Standard Accident Insurance 
Company v. Collindale Bank, 85 F. (2d) 375; 
Fourth & First Bank v. Fidelity & Deposit 
Company, 153 Tenn. 176, 610, 45 A. L. R. 
610; Piedmont Grocery Company v. Hawkins, 
87 W. Va. 38, 104 S. E. 736; Columbia 
Hospital v. United States Fidelity & Guaranty 
Company, 188 F. (2d) 654 (CCA of D. C.). 


In several of these cases vigorous at- 
tempts were put forth to make it appear 
that the language of the bond was am- 
biguous and that, since the surety had ex- 
acted an annual premium, the insured was 
entitled to the benefits of a separate and 
distinct liability for each renewal period, 
to cover losses occurring during each 
respective period. 


Other courts have held that each annual 
premium was paid in the expectation of 
protection against loss during each year 
and that a renewal of a bond is a separate 
and distinct contract for each renewal 
period, Several courts have been unusually 
caustic in their opinions on this point, and 
such cases have been commented upon in 
the daily press. 


See Globe Indemnity Company v. Walcott 
& Lincoln, 152 F. (2d) 545; United States 
Fidelity & Guaranty Company v. Crown 
Cork and Seal Company, 145 Md. 513, 125 
Atl. 818: Hood v. Simpson, 206 N. C. 748, 
175 S. E. 193; Maccabees v. Illinois Surety 
Company, 196 Mich. 27, 163 N. W. 7; Jaeger 
Manufacturing Company v. Massachusetts 
Bonding, 229 Iowa 158, 294 N. W. 268. 


It is not necessary to enter upon an 
analysis of the aforementioned cases, since 
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cases in both federal and state courts deal- 
ing with the question of cumulative liability 
have been collected and analyzed in a 
recent annotation entitled “Extent of Lia- 
bility on Fidelity Bonds Renewed from 
Year to Year,” 7 A. L. R. (2d) 946-990; 6 
Couch, Cyclopedia of Insurance Law, page 
1374; “Fidelity Bonds—Does It Pay to 
Renew Them?” Michigan State Bar Journal 
(February, 1929); “Fidelity Bonds—Re- 
newals as Affecting the Liability of Surety,” 25 
North Carolina Law Review 342-343 (April, 
1947). See also Columbia Hospital for Women 
and Lying-In Asylum v, United States Fidelity 
and Guaranty Company, 188 F. (2d) 654 
(CA of D. C., March 15, 1951), wherein the 
court declared that, in addition to the con- 
tinuous term of the bond, there was lan- 
guage in the bond or its attachments which 
militated against a finding of cumulative 
liability, and the courts have consistently held 
liability to be limited, in the aggregate, to 
the amount stated in the bond (that is, 
noncumulative). 


Public Official Bonds 


There has been in recent years a grow- 
ing contention among supervisory officials 
that public official bonds should be written 
on an annual rather than a term basis, with 
the result that with each annual bond the 
surety would assume in the aggregate an 
ever-lasting potential hazard. 


The extent to which corporate sureties 
may be willing to venture into the field of 
cumulative liability through annual bonds 
as heretofore stated should be governed 
by the economic wisdom of such a course 
and determination whether the demand is 
wise and whether the sacrifice by the in- 
sured of continuity of coverage would re- 
sult in the loss of a more valuable feature, 
since in some instances annual bonds have 
been required in the erroneous belief that 
more fidelity protection would be secured 
in this manner. 


It is clearly apparent from the surety 
viewpoint that the annual bond with cumu- 
lative liability is a more dangerous obliga- 
tion and if adopted as a regular requirement 
would justify a higher rate than the 
continuous form. Occasionally, supervisory 
officials or some court advances the con- 
tention that the extension of coverage on a 
noncumulative basis does not create an 
additional liability for which the new pre- 
mium was paid and there is failure of con- 
sideration for the payment of the renewal 
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premiums, Literally, such statements assert 
that the cost of suretyship protection should 
be measured by the amount and not by the 
duration of the risk, When a bank makes 
a loan or extends credit for a year it is 
erroneous to contend that it should receive 
no consideration for continuing the loan or 
credit for another year. In substance, the 
purport of the contention is substantially 
that an insured who pays a specified pre- 
mium for a bond which guarantees the 
honesty of his employees for a year should 
receive a renewal of the bond free if no 
loss occurs during that year. This in effect 
means that the surety assumes no greater 
liability, runs no greater risk of loss, and 
is entitled to no greater premium on a 
bond regularly renewed for years or even 
life than on one which lasts 12 months. It is 
not altogether accurate to argue that a surety 
assumes no additional liability and gives no 
additional consideration when it renews its 
obligation year after year. When the penal- 
ties of the respective bonds are cumulative 
in amount the surety is obviously under- 
taking a greater liability with startling 
claim possibilities and any attempts to im- 
plement that thought are detrimental to 
the security of surety companies and also 
to the best interests of the insuring public. 


The position of the sureties has been very 
ably stated in a memorandum prepared by 
a group of surety company executives, 
which was filed with the New York In- 
surance Department in 1945, 


“Because of that peculiar but inevitable 
lag in the discovery of losses which is its 
chief characteristic, suretyship, and par- 
ticularly fidelity bonding, occupies a unique 
position in the structure of insurance. A 
fire is a spectacular thing, but no bells clang 
or sirens sound when enbezzlement occurs. 
An automobile smash-up, a burglary or an 
industrial accident is seldom surreptitious 
or long concealed. But dishonesty and 
malfeasance are stealthy things; each is a 
creature of the night; and so to some extent 
the fidelity underwriter must find his way 
in the dark. No automobile, burglary or 
workman’s compensation underwriter ever 
picks up a loss antedating the policy; but 
often the fidelity man finds that his bond 
is forfeit, through means of the superseded 
suretyship rider, because of an occurrence 
for which he received no premium and 
which long preceded the effective date of 
his obligation. 


“For these reasons the property damage 
or liability underwriter possesses a great 


actuarial advantage over and is always 
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closer to his experience than his fidelity 
brother. The fire man has a line card 
showing the maximum possible net exposure 
he may accept on a particular property. He 
knows the approximate value and within a 
small decimal point the burning rate of such 
properties. His exposure is absolutely limited 
to the smaller of two things, the amount of 
his policy (subject to the coinsurance factor, 
if any) or the value of the property insured, 
whichever is the smaller. When he grants 
$10,000 insurance on a $10,000 property, 
whether for one year or ten years, he re- 
ceives a premium computed on_ every 
dollar and every year of his exposure, And 
above all he knows, through the coinsurance 
rule, that that premium has been measured, 
not merely by the amount of his policy, but 
also by the total value of the property at risk. 


“Thus, no owner of a $100,000 property 
would dream of taking out a fire policy for 
only $5,000, even though he regarded his 
structure as so fireproof that no loss ex- 
ceeding $5,000 could occur, for he knows 
(assuming an 80% coinsurance clause) that 
he could collect only the one-fourteenth 
part of that $5,000 loss when and as it did 
occur. For in the fire field the underinsured, 
who otherwise would operate unfairly both 
to the carriers and the public, ordains his 
own punishment. 


“Not so in the fidelity field. An em- 
ployer may entrust his employee with the 
custody of $100,000 in cash and marketable 
securities or commodities, and yet, without 
other penalty than that he self-insures the 
excess, elect to bond the employee for only 
$5,000. He does precisely the thing which 
the property owner just mentioned would 
like to do and, but for the fire rule penaliz- 
ing underinsurance, would do. What he 
really seeks to protect is his $100,000. Like 
the property owner who estimated that fire 
could not damage his $100,000 structure 
to a greater extent than $5,000, so he, 
estimating that $5,000 is the maximum 
amount susceptible to misappropriation be- 
fore discovery, seeks to pay for protection 
on only the twentieth part of the total at 
risk. But unlike the property owner, the 
surety’s obligee collects first losses in full 
up to the amount of the bond. 


“We have selected this comparison with 
fire insurance purposely, because it is a 
favored reliance of the advocates of cumu- 
lative fidelity liability. We _ realize, of 
course, that it would be impracticable for 
a surety to say, somewhat as the fire 
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carrier does: ‘The maximum amount this 
employee might steal is $100,000, and there- 
fore, unless you bond him up to a specified 
percentage of that sum, you must be a 
coinsurer with us.’ For the fire company 
deals with one clearly defined physical 
entity, a thing of steel and stone or bricks 
and mortar; it has that one exposure and no 
more; and the fact that a similar building, 
owned by the same insured but not de- 
scribed in the policy, might burn cannot 
increase its loss. 


“But in our hypothetical bonding case, 
the total amount exposed to loss through 
dishonesty may be many times $100,000. 
True, we have assumed that the total of 
liquid assets on hand at any one time and 
capable of conversion is limited to that 
amount. But this is not the fixed physical 
risk of the fire policy, which remains im- 
movable on its plot through the years; in- 
stead it is a running river of exposure, In 
the course of the employee’s service millions 
of dollars, not a mere $100,000, may pass 
through his hands, and the fidelity coverage 
extends to each and every dollar of that 
continuing flow. And so we repeat that 
we realize the impracticability of requiring 
the amount of the fidelity bond to be pro- 
portioned, as the amount of the fire policy 
is, to the total value of all the property 
insured.” 


Bonds are furnished by public officials 
usually because of some statutory provision. 
When the bond is required by statute it 
generally provides that it must be furnished 
concurrently with the term of office, and in 
such event it would obviously be improper 
to furnish an annual bond. In those in- 
stances where annual bonds have _ been 
required numerous complicated questions 
have arisen which in some instances sub- 
stantially delayed the adjustment of losses. 
These problems would not have occurred 
had a term bond been accepted. 


Each state has many laws regarding 
bonds to be furnished by public officials and 
employees, and there is an astonishing 
lack of uniformity. There are statutory re- 
quirements for bonds of state officials and 
county officers, and there are also provi- 
sions regulating and controlling the bonds 
of officers and employees of cities, towns, 
villages and school districts. Some officers 
are elected for a definite term of two years, 
some for three years and others for four 
years. Some are appointed for a definite 
term; some hold appointive offices indefi- 
nitely, In addition to general statutory re- 
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quirements there are county and city charters, 
local laws and ordinances which contain 
provisions and regulations regarding amounts, 
terms and provisions of bonds to be fur- 
nished by local officers and employees. 


The courts are not in agreement on the 
question whether the adoption by statute 
or ordinance of the requirement that officers 
and employees be bonded as prescribed 
alters the situation if the bond contains con- 
trary provisions. Although there is an ab- 
sence of uniformity by the state courts 
on the question, the more substantial view- 
point seems to be that if the statute or 
ordinance prescribes that an officer or em- 
ployee give bond the provisions of the law 
become a part of and control the inter- 
pretation of the bond. 


The suggestion that annual bonds be 
executed for elective officers who by law 
are required to furnish bond for the term 
of their office, instead of one bond to cover 
the entire term, raises the question as to 
whether or not the officer had qualified for 
office and could lawfully perform his duties. 
Surety companies have in some instances 
reluctantly yielded to official pressure and 
are issuing annual bonds, but it does not 
follow that it is the proper course to pursue. 
In the case of statutory obligations, it is 
fundamentally unsound to ask surety com- 
panies to issue bonds in one form when 
it is apparent that in all probability they 
will be construed to be something different. 
The statutes also frequently permit an em- 
ployee who is required to furnish bond to 
deposit government securities in lieu of a 
bond. (39 USCA 814.) This and other 
pertinent provisions do not contemplate 
that an employee annually thereafter must 
post additional securities. 


The weight of authority throughout the 
country is that the surety on a statutory 
bond cannot be discharged by the voluntary 
giving of a new or an additional bond, and 
unless there is an express statutory provi- 
sion for the release of the surety it is bound 
thereunder for the performance by the 
officer of his duties during his entire term 
of office. The statutes of limitations afford 
no sound basis for establishing a cut-off on 
public official bonds and it is impossible to 
determine in advance of a court decision 
how the statute will operate. 


Recently a federal official, by reason of 
the decision in the case of U. S. vw. 
American Surety Company, 172 F. (2d) 135, 
demanded annual cumulative liability by 
requiring that the bonds of his deputies be 
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executed annually. The companies realize 
that the business of government, both fed- 
eral and state, is operated on an annual 
budget and that those who serve as super- 
visors are usually subject to annual change, 
and have no interest in either their predeces- 
sors or successors. Several legal commen- 
tators have suggested that corporate sureties 
should appreciate the uniqueness of this 
class of risk and agree to issue such bonds 
annually whenever there is no statutory 
prohibition, and for a premium which is fair 
and equitable to all concerned. 


The significance of the decision by the 
Second Circuit has yet to be evaluated. If 
the end result in the federal and public 
official field is a determined attempt to 
secure cumulative liability in every instance 
where the losses exceed the penalty of the 
bond, the companies contend there must be 
an increase in premium costs. 


The rule which provides that insurance 
contracts should be construed most strongly 
against the insurer in case of ambiguity 
is not applicable when the wording is not 
that of the insurer but is taken from the stat- 
utes. See Funk v. Aetna Life Insurance Com- 
pany, 95 F. (2d) 38; Coin v. American Policy- 
holders Insurance Company, 120 Conn. 645; 
Gallopin v. Continental Casualty Company, 
290 Ill. App. 8; Haidtner v. Aetna Casualty 
& Surety Company, 189 So. 365; Brown v. 
Great American Indemnity Company, 298 
Mass. 101; Budzinski v. Metropolitan Life 
Insurance Company, 298 Mich. 495. 


Those whose duty it is to underwrite 
these risks do not feel that decisions which 
support the theory of annual bonds are 
actually in line with the weight of au- 
thority but they do realize that such cases 
are indicative of a public attitude and that 
steps should be taken to provide such cover- 
age for public officials even though it may 
be necessary to surcharge the premium, 
provided some means can be found of 
avoiding the natural tendency to cut the 
bond amount to some fraction of the term 
bond. Such a procedure would magnify the 
evil of underinsurance and place a premium 
on laxity of controls, supervision and audits. 


Fiduciary Bonds 


Fiduciary bonds are those which are 
furnished by an administrator, executor, 
trustee or guardian and those serving in 
any other similar capacity. Such bonds 
have always been free of attempts to en- 
force cumulative liability since the amount 
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of the bond is usually determined by the 
court and this amount has no relationship 
to the term of the exposure. Within 
recent months, however, in the case of a 
general guardian of an infant beneficiary 
of the Veterans Administration, the at- 
torney for the VA claimed that the annual 
payment of a premium on the guardian’s 
bond imposes annual cumulative liability on 
the surety. In this case the amount sur- 
charged in any one year does not exceed 
the amount of the bond if it has been re- 
newed each year. It is reported that several 
claims of a similar nature have been filed 
against other types of fiduciary bonds. It 
therefore appears that attempts are about 
to be made to establish the right to recover 
cumulative liability under bonds filed by 
fiduciaries. 


Conclusions 


Cumulative liability has been the topic 
for extensive study in the past. Numerous 
cases in which cumulative liability has been 
the principal point at issue have been be- 
fore the courts for determination. The de- 
cisions are conflicting even though the same 
form of bond is: involved. These decisions 
may, however, be divided into two groups: 

(1) Where the bond was issued for one 
year and was extended, renewed or con- 
tinued by receipt or certificate. 


(2) Where the bond had no fixed date of 
termination and no provision for renewal, 
except to provide for the payment of an 
annual premium. 


In many of the cases within the first 
group the bond was held to be one con- 
tinuous contract; cases involving practically 
the same form of bond were construed to be 
separate and distinct contracts for each of 
the periods for which premium was paid. 
A majority of the decisions involving cases 
within the second group held the bond to 
be a continuous contract. It is difficult to 
distinguish the difference between these two 
groups of cases. If the wording of the 
bond and the renewal or continuation cer- 
tificate is clear, unambiguous and definite, 
the courts have generally held only one 
bond penalty recoverable. Where there are 
statutory provisions bearing upon method of 
bonding employees, such as public officials, 
a preponderance of the cases have imposed 
cumulative liability upon the surety. There 
is, of course, cumulative liability where a 
statute provides for yearly bonds, or where 
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there is a statute providing for bonds and 
the bylaws of the bank provide for an- 
nual election, 


When bonds which are designed and in- 
tended to be a continuous obligation are 
construed to be a distinct contract of in- 
demnity, each covering a year, then as 
each contract is terminated any losses are 
required to be discovered and reported 
within the time provided in the bond. The 
argument that payment of an annual pre- 
mium often has no offsetting value because 
defalcations in earlier years of the bond 
exceeded the penalty in force ignores the 
important value of continuity of protection, 
and it has been played up as justification for 
insisting that the courts should allow the 
insured to recover for each year to the ex- 
tent of the full penalty of the bond regard- 
less of what the bond may clearly provide. 
An insured does not pay something for 
nothing in the last year, even though it 
develops that the first year’s losses absorb 
the entire penalty of the bond. To the con- 
trary, it pays for past protection as well as 
current and future protection. 


The position of the companies in refusing 
to accept cumulative liability has been as- 
sailed by the courts on several occasions 
lately. It is clear, too, that suits are being 
more frequently instituted against the surety 
companies even where the renewal of the 
bond clearly is not intended to be treated 
as the equivalent of the issuance of a new 
bond, as where the original bond is specifi- 
cally continued in force and it is provided 
that the liability on the original and all its 
renewals shall not exceed the penalty of 
the original bond. 


Thus, it has been ably said: “If you 
insure your house for $5,000. or your life 
for $5,000. you pay an annual premium on 
$5,000. of insurance. No matter how many 
years you carry the insurance, no matter 
how many annual premiums you pay, the 
insured’s liability is but the sum of $5,000. 
You have been paying premiums year after 
year for that sum of insurance and that is 
the extent of your indemnity and of the 
insurer’s risk.” It seems evident that the 
demand for cumulative liability, once we 
lift the veil of confusion and misunderstand- 
ing, arises solely from the desire to be 
relieved from the evil or misfortune of an 
inadequate amount of insurance, In some 
cases it seems almost tempting for the 
court, on finding that the insured is not 
amply protected by the penalty of the bond, 
to allow cumulative liability. 
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Surety companies look upon cumulative 
liability as an overly hazardous risk and 


have, therefore, in the drafting of fidelity 


bond forms and in the method pursued in 
the issuance of such bonds, endeavored to 
make it clearly evident that the intent is 
merely to continue the original bond in 
force. This attitude by the companies is not 
something strange. Every business has its 
hurdles. Radical and extensive changes in 
coverage in the insurance business are 
seldom effected overnight; it is a slow and 
gradual process. These companies are not, 
as so many seem to believe, corporations 
with an inexhaustible supply of funds. They 
must pay losses, taxes, rent and salaries, 
and must always be prepared to meet their 
obligations. They play a highly important 
part in the economic life of everyone from 
whom their business comes. They are, 
therefore, absolutely dependent upon the 
respect and support of the public. Being 


fully cognizant of the delicate position 
they occupy, they are naturally anxious to 
measure up to the needs of the business 
world. If surety companies must, regard- 
less of their views, include annual or cumu- 
lative coverage in fidelity bonds, it should 
be provided affirmatively and it should not 
be injected into existing forms which are 
insured as indefinite contracts and depend- 
ent upon customary factors for determining 
the premium. 


Even though corporate sureties have not 
as yet had the courage to broaden fidelity 
bonds to include cumulative liability and 
the features of all-risk coverage, their bonds 
are at least more practical and of greater 
value than bonds of an individual who signs 
for a friend and who at the time does not 
realize the nature of the obligation he is 
assuming and which he may be financially 
incapable of fulfilling, [The End] 


The Statutory Fire Insurance Policy 


By ROBERT A. CRICHTON 


This paper was presented on September 
18 before the Committee on Fire Insur- 
ance Law of the Section of Insurance 
Law of the American Bar Association. 
The author is Insurance Commissioner 
of the State of West Virginia. 


N many insurance circles today the statu- 

tory fire insurance policy is being criticized 
because it “is too rigid,” “does not permit 
expansion of multiple risk coverage,” “is 
an awkward impediment to the proper writ- 
ing of full coverage insurance,” “stands in 
the way of the development of all risk cover- 
ages” and contains “antiquated and inequi- 
table” provisions. 


What is the statutory fire policy that 
causes so much critical comment? Is there 
justification for this criticism? What im- 
provements can be made in this form? 


Statutory Fire Policy 


These provocative questions are facing the 
fire insurance industry today and are the 
questions to which this article is directed. 


The statutory fire insurance policy, which 
is prescribed for use in most of the states, 
is the product of a development of many 
years. The first fire insurance policies issued 
in this country were simple contracts ex- 
ecuted between the insurance company and 
the property owner. The forms used in 
each case were those which seemed best to 
suit the individual needs of the particular 
property owner. For form, the companies 
took what seemed to be of value from the 
English forms of fire insurance contracts, 
clipped clauses from policies of other com- 
panies and improvised to fit the need. This 
was the period of the “scissors and the 
paste pot.” 


With the increased complexities of com- 
merce during the period of the industrial 
revolution in this country, the problems of 
the fire insurance companies multiplied. No 
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longer were the simple fire insurance con- 
tracts sufficient to give complete protection; 
there were new needs to be considered. As 
a result, fire insurance contracts took on 
new and added significance. During this 
period there was a remarkable growth in the 
fire insurance industry. The courts were 
being called on more frequently to interpret 
the provisions of the individual and varied 
policies. A large amount of jurisprudence 
emanated from these cases, but, because of 
the variety of policies, these adjudicated 
cases did little to bring uniformity to the fire 
insurance industry. 


The disadvantages resulting from the 
complex, confused and misleading provisions 
inserted in the varying policies issued by the 
different companies caused the public to 
demand that uniformity be established in the 
issuance of fire insurance policies. 


The first attempt at any such uniformity 
was in Connecticut in 1867 when a statute was 
enacted which established a standard fire 
insurance policy to be used by all insurance 
companies operating in that state. This 
statute was subsequently repealed in 1868 
without a single policy’s having been issued 
under its provisions. 


The State of Massachusetts has been given 
credit as the first state to adopt successfully 
a statutory form of fire insurance policy; 
it enacted a statute in 1873. The terms of the 
policy form were rigidly prescribed, but the 
use of the statutory form was not made com- 
pulsory. Michigan followed with a non- 
compulsory statute enacted in 1881. This 
statute authorized the Insurance Commis- 
sioner to prepare and keep on file a standard 
fire policy. In 1895 New Hampshire passed 
a similar law. 


Shortly thereafter the State of New York 
took steps toward framing a standard policy 
for all contracts of fire insurance. Under 
the provisions of the statute which was sub- 
sequently enacted, a standard policy was to 
be drafted by a committee from the New 
York Board of Fire Underwriters. This 
form was to be approved and promulgated 
as a ruling by the Superintendent of Insur- 
ance. The drafting of the form was accom- 
plished by this committee with the assistance 
and advice of the leading members of the 
New York bar. The result of their efforts 
was a Standard policy which was a much 
clearer and more precise expression of the 
usual terms of a contract of fire insurance. 
This form embodied terms which had previ- 
ously been clarified and interpreted by the 
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courts. The New York standard policy as 
finally approved and filed by the Super- 
intendent of Insurance, pursuant to the 1886 
statute, differed in some respects from the 
Massachusetts form, especially in the fact 
that its use was made compulsory. 


In the years following the adoption of the 
New York standard policy, the remainder 
of the states were quick to adopt either the 
New York or the Massachusetts form. 
There were no significant changes in the 
form of fire insurance policies until 1917. 
In that year New York adopted by statute 
the revised form of the standard fire policy 
that had been drafted and approved by the 
National Convention of Insurance Commis- 
sioners in 1916. The 1917 New York form 
was subsequently adopted by 15 states. The 
majority of the states at that time, however, 
retained the earlier 1886 New York form. 


The 1917 New York statutory form later 
proved to be inadequate. Many insurers 
found it necessary to waive the restrictive 
and obsolete clauses of the form by endorse- 
ment. A new demand arose for a more 
simplified and modernized policy. As a 
result of this demand a committee of the 
National Board of Fire Underwriters, in 
cooperation with the New York Insurance 
Department and various other organizations 
of agents, brokers and buyers, directed their 
attention toward improvements in the stand- 
ard policy. As a result of their efforts, a 
revised policy for New York was adopted 
by statute July 1, 1943. 


The 1943 New York standard fire policy 
has brought about desired improvements in 
the standard policy. It contains language 
similar to that of the 1886 and 1917 policies. 
It thus avoided the criticism that a change 
in the wording would have resulted in the 
loss of the benefit of the court’s previous 
interpretation of the various standard clauses. 


At the present time, 46 states, including 
Massachusetts, have adopted the 1943 New 
York standard fire policy. There are slight 
variations in form in some of the states, but 
there are few significant departures from the 
New York form. 


Massachusetts did not adopt a new stand- 
ard form until June, 1951, 78 years after the 
passage of its original standard policy in 
1873. The new standard policy adopted 
by Massachusetts is similar in form to the 
1943 New York standard policy, but with 
some substantive changes in clauses relating 
to cancellation, loss requirements, mortgage 
provisions and the appraisal clause. 
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Except for New Hampshire and Minne- 
sota, all states have now adopted the 
1943 New York standard fire policy. 


In the remainder of the states, variations 
in the insuring clause are the most significant 
departures from the New York form. Varia- 
tions in the insuring clause exist in the 
states of Michigan, Georgia, Kansas, Vermont, 
California and Indiana. 


In New Hampshire and Minnesota the 
New York standard policy is not followed; 
instead, the statute prescribing the standard 
fire insurance policy is patterned after the 
1873 Massachusetts standard form. 


In the majority of the states the use of 
the prescribed standard fire policy is manda- 
tory for all “contracts of fire insurance.” In 
seven states, however, the use of the stand- 
ard policy is optional with the insurance 
company. In one of these seven states, 
Maryland, there is no statute requiring ap- 
proval of policy forms by the Insurance 
Department. While the Maryland Insur- 
ance Department has no statutory authority 
to require the approval of fire insurance 
policy forms, it has, by departmental ruling 
dated January 18, 1944, informally approved 
and endorsed for use in that state the 1943 
New York standard fire policy. 


Two methods have been employed in the 
adoption of a standard policy by the individ- 
ual states. Twenty-nine states have adopted 
a standard form by means of legislative 
enactment. Nineteen states have approved 
the use of a standard form by administrative 
rulings. 


The right of a state to prescribe the use 
of a uniform fire policy has long been settled. 
The courts are unanimous in their opinion 
that “insurance contracts are so far matters 
of public interest that they may be reason- 
ably regulated under the police power of the 
states.”' The courts hold that the right of 
the state to prescribe a standard fire policy 


‘State ex rel. United States Fidelity and 
Guaranty Company v. Smith, State Commis- 
sioner of Insurance, 184 Wis. 309. Also see 
Levin v. Nedelman, 95 Me. 590; Wells Fargo 
€& Company v. George M. Scott & Company, 
21 Ida. 285. 


? King v. Concordia Fire Insurance Company, 
140 Mich. 258. 
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meets the requisites of the proper exercise 
of police power by the state. 

The earlier standard fire policy statutes, 
however, met with opposition from the 
courts. The early statutes delegated to the 
Commissioner of Insurance, or to some other 
officer of the executive branch of the govern- 
ment, the authority to draft a standard policy. 
These statutes were attacked on the ground 
that they involved an unconstitutional dele- 
gation of legislative power to the executive 
branch of the government. On these grounds 
the Michigan statute of 1881 was declared 
unconstitutional.?, On these same grounds 
the Minnesota Act of 1889 was declared 
unconstitutional.* The Pennsylvania Act of 
1891 fell before the same attack in 1895.‘ 
Significantly, the New York statute, which 
had served as a nation-wide pattern, seems 
never to have been attacked in the courts 
on these grounds. 


The defective statutes which were declared 
unconstitutional were cured when the states 
enacted statutes that expressly adopted the 
forms promulgated earlier by the Commis- 
sioner of Insurance. 


The courts have generally held that the 
Insurance Commissioner does not have the 
power to prescribe the form of insurance 
contracts,” but it has been consistently held 
that the legislature may leave to such officers 
the proper administration of statutes relating 
to standard provisions of policies.’ In the 
case of New York Life Insurance Company 
v. Hardisen, Insurance Commissioner,’ the 
Massachusetts court held that the legislature 
has power to prescribe requirements con- 
trolling or regulating the forms of life insur- 
ance policies, has the power to give to the 
Insurance Commissioner authority to pass 
upon forms of policies issued, has the power 
to provide that the insurance companies shall 
be criminally liable for issuing policies in a 
form not approved by the Insurance Com- 
missioner, and has the power to give to the 
Insurance Commissioner the right to deter- 
mine whether a particular form complies 
with the statute. Further, it appears that in 
the approval or disapproval of policies the 
Insurance Commissioner’s action will be set 
aside by the courts only if it can be shown 

8 Anderson v. Manchester Fire Assurance Com- 
pany, 59 Minn. 182. 

*O’Neil et al. v. American Fire Insurance 
Company, 166 Pa. 72. 

5 King v. Concordia Fire Insurance Company, 
footnote 2. 


® State v. Smith, footnote 1. 
7199 Mass. 190. 
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that his actions have been arbitrary or 
capricious.* 


The fact that a fire insurance contract is 
evidenced by a policy prescribed by law does 
not alter its basic purpose as a contract 
between two free parties. The courts have 
consistently held that fire insurance policies 
are contracts and are to be construed and 
interpreted as other contracts.’ As one court 
said: “The fact that a fire policy is a stand- 
ard policy, with certain provisions required 
by statute, does not prevent the application 
of the usual rules for the construction of 
contracts.” ” 


The wording of the statute embodied in 
the fire insurance contract is generally con- 
sidered by the courts and its language is 
not extended beyond its plain meaning as 
intended by the legislature.” 


The rule of construction of fire insurance 
contracts followed by the majority of the 
courts is the rule common to the construc- 
tion of all insurance contracts, viz., the terms 
and provisions of an insurance policy must 
be construed most strictly against the in- 
surer and more favorably to the insured.” 
In a few courts, however, this doctrine of 
verba chartarum fortius accipiuntur contra 
properentem has not been applied.” Particu- 
larly characteristic of this view is the state- 
ment of the Maryland court in Jones v. 
Jones ™ that “the rule adopted in some juris- 
dictions, that insurance contracts are to be 
construed most strongly against the insurer, 
has been distinctly repudiated by this court, 
and the sounder view that the intention of 
the parties as gathered from the whole in- 
strument now prevails.” 


The fact that the present 1943 New York 
standard fire insurance policy has _ been 
adopted by most states has been significant 
in the court's interpretation of that contract, 
most courts holding that the terms of the 
statutory form were chosen with reference 
to the construction given by the precedent 
cases and should therefore be regarded as 
being used in the sense of their previous 
construction.” The West Virginia court 


8 Mutual Benefit Life Insurance Company of 
Newark, N. J., v. Welch, Insurance Commis- 
sioner, 71 Okla. 59. 

®* Turner, Dennis and Lowry Lumber Com- 
pany v. St. Paul Fire & Marine Insurance Com- 
pany et al., 290 F. 541. 

%” Straw et al. v. Integrity Mutual Insurance 
Company, 248 Wis. 96. 

1 Footnote 10 above. 

2 Siskin wv. Alliance Insurance Company of 
Philadelphia, 200 Cal. 70. 

% Mick v. Royal Exchange Assurance, 87 
N. J. L. 607. 
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Qo 
A few courts disavow the rule that 


ambiguous standard provisions are 


to be construed against the insurer. 
. 


was specific in its application of this general 
rule in the case of Kirk v. Firemen’s Insurance 
Company of Newark, N. J2* In this case 
the court stated: “. the legislature in 
adopting the New York form of policy is 
presumed to have adopted previous inter- 
pretations thereof by the Supreme Court of 
Appeals of New York.” 


The usual statute defining the application 
of the statutory fire policy provides that “No 
policy or contract of fire insurance shall be 
made, issued, or delivered by any insurer 
or by any agent or representative thereof, 
on any property in the state, unless it shall 
conform as to all provisions, stipulations, 
agreements and conditions with such form 
of policy.” 


Some statutes, however, permit the insurer 
to add or vary the terms of the standard 
policy for specified purposes by the inser- 
tion of provisions or riders which have been 
previously approved by the Commissioner 
of Insurance. 


The state statutes vary as to the conse- 
quence of violations. Some statutes impose 
a heavy penalty upon the insurer for the 
issuance of unauthorized policy contracts,” 
whereas other statutes provide that unau- 
thorized contracts are made enforceable 
against the insurers.“ Though unauthorized 
contracts are generally enforceable against 
the insurer, most courts have held that they 
are not enforceable against the assured.” 


While the purpose of the standard form 
is to insure the making of a contract that 
is fair for both parties, it is primarily in- 
tended for the benefit of the assured, and 
generally he will not be deprived by the 
operation of such laws of any rights which 
he might otherwise have taken under the 
contract as made.” Therefore, it has been 


44146 Md. 1. 

% Dunton v. Westchester Fire Insurance Com- 
pany, 104 Me. 372. 

16 107 W. Va. 666. 

1™ Massachusetts General Laws 1939, Ch. 175 
(190). 

18 Austin v. Dixie Fire Insurance Company, 
232 Mass. 214. 

” Wild Rice Lumber Company v. Royal In- 
surance Company of Liverport, et al., 99 Minn. 
190. 

20 Jorward v, Continental Insurance Company, 
142 N. Y. 382. 
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held that the doctrine of waiver and estoppel 
applies against the insurer and in favor of 
the assured in the case of contracts in the 
standard form. 


In some states, notably Oklahoma, Wis- 
consin and New Hampshire, unauthorized 
contracts or terms in a contract which con- 
flict with the standard form are invalid and 
unenforceable.” In Oklahoma, provisions 
of policies which conflict with the statutory 
form are invalid and unenforceable if they 
do not fall within any provisions for excep- 
tions.“ In Wisconsin, contract provisions 
which conflict with, or differ from, specific 
provisions of the statutory form are void; 
however, policies may contain provisions 
other than those prescribed, when such pro- 
visions do not conflict with, and do not 
vary, alter or extend, the standard or op- 
tional provisions provided in the statute.” 
In New Hampshire, every policy stipulation 
or provision in conflict with the statutory 
form is valid.™ 

In the construction of standard fire policies 
all of the authorities are agreed that the 
term “void” is not to be construed in accord- 
ance with its usual significance, but as 
“voidable.” * It would seem, therefore, that 
provisions in conflict with the statutory 
forms of Oklahoma, Wisconsin and New 
Hampshire would be treated by the courts 
as voidable rather than void. 


Generally, policies issued in a state having 
a mandatory standard fire policy must con- 
form with all the provisions of the standard 
policy of that state and no variations or 
additional provisions may be inserted with- 
out the express approval of the Insurance 
Commissioner. 


The standard fire policy is to be construed 
as any contract of insurance is construed, 
even though the form of the policy is pre- 
scribed by law. While the fact that it is 
a standard form may affect a question of 
pure waiver, it does not abrogate the doc- 
trine of estoppel, especially where it is pro- 
vided by statute that policies in the standard 
form shall be subject to the same rules of 
construction as to their effect, or the waiver 
of any of their provisions, as if the form 
thereof had not been prescribed.” 


1 Wood v. American Fire Insurance Company 
of Philadelphia, 149 N. Y. 382. 

Fidelity Phoenix Fire Insurance Company 
v. School District No. 62 of Jackson County, 
70 Okla. 300, 174 Pac. 513. 

*% State ex rel. Time Insurance Company 
et al. v. Smith, State Commissioner of Insur- 
ance, 184 Wis. 455. 

* Perry v. Dwelling House Insurance Com- 
pany, 67 N. H. 291. 
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Does the use of the standard form affect 
in any way the setting up of waiver as a 
defense? In the case of Franklin Fire Insur- 
ance Company v. Bolling,” the court said: 
“.. the right of the insured to assert that 
the insurer was estopped from asserting the 
invalidity of a fire policy on the ground that 
the interest of the insured was other than 
that of unconditional ownership as required 
by the policy, by reason of waiver by a duly 
authorized agent, is not abrogated by a 
statute prescribing the form and requiring 
the use of a standard fire insurance policy 
in the state.” However, a standard provi- 
sion in a policy which declares that no agent 
has authority to waive any of its provisions 
and that no change in the policy shall be 
valid unless approved by an executive officer 
of the company and the endorsement of 
such approval upon the policy, has been 
held to preclude a change or waiver of any 
of the terms of the policy, except in the 
manner provided, upon the theory that such 
standard provision is paramount and abso- 
lute and cannot be changed by the private 
conventions of the parties.” 


It has been argued that provisions of the 
standard form of policies should not be 
subject to waiver inasmuch as they are pre- 
scribed by statute, and the parties are pro- 
hibited from changing them save in limited 
respects expressly permitted. It is probably 
true that an express waiver in the form of 
an executory agreement to change a pro- 
vision of a standard policy would be invalid, 
but a true waiver of a privilege or power 
under the standard policy may be shown 
as readily as under other contracts.” 


The preceding sections of this article have 
indicated the development and growth of 
the statutory fire insurance policy. In gen- 
eral terms its status as a legal instrument 
has been shown. Before critically examining 
the standard policy in the light of today’s 
problems, it would be well to summarize its 
basic characteristics. 


First, The 1943 New York statutory fire 
policy is prescribed or is in use as the stand- 
ard fire policy in all but two states. 


Second, The present-day concept of the 
application of the law prescribing the use 


** Vance on Insurance (2d Ed.), p. 695. 

26 Leisen v. St. Paul Fire & Marine Insurance 
Company, 20 N. D. 316. 

37173 Va. 228. 

8 Jones v. Preferred Accident Insurance Com- 
pany of New York, 226 Wis. 423. 

2 Daniel Quinlan v. Providence Washington 
Insurance Company of Providence, R. I., 133 
N. Y. 356. 
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° 
The courts will not permit an express 
waiver in the form of an executory 


agreement to change a provision of 


the standard fire insurance policy. 
° 


of a standard policy is little changed from 
the concept in the late 1800's. 


Third, The statutory fire insurance policy 
is construed by the courts in the same man- 
ner as any other insurance policy or con- 
tract. 


Fourth, The standard fire policy is pre- 
scribed for use for all contracts of fire insur- 
ance without exception. 


Fifth, The consequence of a contract is- 
sued in violation of the statute is that it 
becomes voidable at the option of the 
insured. 


Sixth, The courts will not permit an ex- 
press waiver in the form of an executory 
agreement to change a provision of the 
standard policy. 


Based upon such characteristics, the stand- 
ard policy has been criticized as too rigid, 
unrealistic, outmoded and an unnatural obstacle 
to a multiperil policy. Is such criticism well 
founded? 


During the past few years all but two 
states have enacted multiple-line statutes 
permitting fire insurance companies to issue 
casualty policies and casualty companies to 
issue fire insurance policies. Multiple-line 
underwriting by property insurers is a new 
concept in this country which represents an 
advancement in the interest of the purchasers 
of insurance. Heretofore, a property owner 
has had to secure several individual policies 
to protect against all insurable risks of 
damage to or destruction of his interest in 
property. Multiple-line underwriting has as 
its goal the writing of all property insur- 
ance coverage within the framework of a 
single policy. So far this has not significantly 
come to pass. The largest obstacle to the 
accomplishment of this goal has been the 
requirement of the standard-form laws that 
all contracts of fire insurance must be in the 
form of the standard policy. 

In the past few years one large insurance 
company has brought out a multiperil policy 
in the form of an “out-put” policy whereby, 
in certain manufacturing industries, all per- 


%® 7 Fire and Casualty Cases 310, 185 F. (2d) 
142 (CA-8, 1950). 
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sonal property not on the assured’s manu- 
facturing premises is insured against all 
perils not specifically excluded. This con- 
tract is not in the form of the standard 
policy even though one of the perils against 
which it insures is the peril of fire. This 
policy has been approved by a number of 
state insurance departments on the theory 
that it is an inland marine insurance contract 
and not a contract of fire insurance. This 
may be fanciful construction of the statute, 
but it cannot be argued that it is the answer 
to escaping the requirements of the statutory 
fire insurance contract. In at least one 
significant case, Fireman’s Fund Insurance 
Company v. Vermes Credit Jewelry,” the 
court held that even though a contract pur- 
ported to be a contract of inland marine 
insurance, so long as it insured against the 
perils of fire, it was in fact a contract of fire 
insurance and the terms of the standard 
policy would apply to the insurance against 
the perils of fire. There is support for this 
line of reasoning in the case of Northwestern 
National Insurance Company of Milwaukee v. 
Mortensen, Commissioner of Insurance, et al.," 
in which the court held that the insurance 
policy issued to the Layton Art Gallery of 
Milwaukee in the form of a “fine arts inland 
marine form” was in fact a contract of fire 
insurance and so subject to the fire rating 
law of the State of Wisconsin. 


Under the present statutory requirements, 
the effects of multiple-line coverage have 
been made possible by the use of riders and 
endorsements to the standard-form fire policy 
covering additional perils. Originally the 
coverage offered a property owner under a 
fire policy was extended by use of the “ex- 
tended coverage” endorsement, which offered 
protection against the perils of windstorm, 
hail, explosion, riot, riots attending a strike, 
civil commotion, aircraft, vehicles and smoke. 


With the passage of multiple-line laws in 
the several states, fire insurance companies 
have employed an endorsement which either 
broadens coverage by insuring against speci- 
fic hazards or in some cases offers a multi- 
peril or “all risk’ coverage by insuring 
against all perils not specifically excluded. 
By the use of such endorsements, the prop- 
erty owner has been given added protection 
in line with the theory of multiple-line 
underwriting. It is significant, however, that 
so far this broadened coverage by endorse- 
ment has been limited to insurance against 
private dwellings. 


% 1 Fire and Casualty Cases 118, 230 Wis. 377. 
284 N. W. 13. 
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If the insurance industry is to go further 
with multiple-line underwriting, however, 
it will be necessary to alter the basic statu- 
tory concepts of a standard fire insurance 
contract. The alternatives are many. 


It could be argued that the statutory. fire 
policy should be eliminated. If, as many 
argue, the reason for the existence of the 
standard contract is protection against the 
unscrupulous fire insurance company’s use 
of “iniquitous provisions” ™ and trick clauses 
calculated to take the unwary policyholder 
off guard, the entire standard contract can 
be discarded. We are at a period where 
the level of performance and public interest 
of fire insurance companies is on a high 
plane. The control of the insurance indus- 
try by state supervision has never been more 
complete. There is sufficient protection 
against the use of unfair policies without 
the use of a standard policy. 


It must be generally conceded, however, 
that the protection against sharp practices 
is not the sole or controlling argument in 
favor of a standard policy. The standard 
policy has served to bring uniformity in 
coverage, certainty of loss settlement and a 
clear and well-understood contract of fire 
insurance based upon a wealth of precedent 
of jurisprudence. Any solution, therefore, 
to the relaxation of the statutory require- 
ments must pay consideration to the value 
that has been made possible by the use of 
standard policies. 


A temporary, but incomplete, solution to 
the problem of the use of multiperil policies 
would be to exclude from the requirements 
of a statutory standard policy those con- 
tracts written on a multiperil basis. If such 
policies were limited to the class of private 
dwellings, as has been the case up to the 
present time, there would be little objection 
if sufficient control were vested in the Insur- 
ance Commissioner to control the use of 
such policies. With such a limited class 
there would be very little disturbance in the 
over-all property insurance industry and it 
would be possible to bring to that limited 
class the advantages to be derived from the 
use of a multiperil policy. Should the com- 
panies be free to draft such policies it is 
likely that they would borrow from the 
Standard fire policy those provisions which 
would best fit the needs of a dwelling owner. 
It would be necessary, however, that a dwelling 
owner place his entire insurance with the 
company issuing such a policy in order to 
avoid the danger of nonconcurrency upon 
the settlement of a loss. The necessity for 


236 American Bar Association Journal 275. 
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spreading any large risk among companies 
with capacity does not exist to any degree 
in this dwelling class of the fire insurance 
business. But, because of the all-important 
problem of concurrency, this exception from 
the provisions of the standard policy would 
have to be limited to this one class or to 
those classes of risks which could be carried 
by a single insurance company. 


To provide properly for the use of multi- 
peril policies the solution in the treatment 
of the statutory policy must take into ac- 
count these essential factors: (1) Provisions 
must be made for the combining of several 
coverages within one policy or contract 
form; (2) the advantage of certainty and 
clarity of language brought about by the use 
of the standard policy must be preserved; 
(3) the advantage of judicial precedent of 
adjudicated classes must be preserved; (4) 
the requirement of concurrency for large 
risks that must be spread among several in- 
surance carriers should be regarded; (5) 
companies should be permitted the right to 
bring improvements and liberality to their 
policyholders; and (6) competition by im- 
provements to policy coverage and forms 
should be encouraged. 


The attempt has been made to show that 
these advantages cannot be secured by the 
continued use of the present statutory poli- 
cies, by the elimination of standard con- 
tracts, by the use of “inland marine” forms 
or by providing limited exceptions to the 
use of the standard policy. 


In the judgment of this writer the solu- 
tion lies in the adoption of the use of stand- 
ard conditions and phrases in a manner 
somewhat similar to that presently em- 
ployed by the Canadian fire insurance in- 
dustry and by those American companies 
doing business in the Dominion of Canada. 
We are fortunate in having as a guide the 
experience of the Canadian fire insurance 
industry in the use of standard conditions 
since 1876, when the first standard condi- 
tions were prescribed by Ontario, and in 
having the results of a study of this problem 
by the insurance industry of that country 
since 1946. 


Under the present laws of the Canadian 
provinces, all fire insurance contracts are 
required to have certain prescribed statutory 
provisions printed thereon. (See appendix.) 
The statute permits these statutory condi- 
tions to be varied by “coinsurance” or “limi- 
tation of liability” clauses, provided such 
clauses are brought to the insured’s atten- 
tion by a red-ink notice thereof. The in- 
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surer is free to use any insuring clause it 
sees fit and to limit the nature of the prop- 
erty covered in any way, either by inclusions 
or exclusions of property and to put in any 
conditions relative to the “user, condition, 
location or maintenance of the insured prop- 
erty,” provided these are not inconsistent 
with the statutory conditions and are held 
by a court not to be unfair.* 


Since 1946, the Association of Superin- 
tendents of Insurance of the Provinces of 
Canada has been concerned about the need 
of modernization of these statutory condi- 
tions in order to provide for the writing of 
multiperil policies and to cure the anomaly 
of having fire insurance contracts subject to 
the use of standard conditions, but permit- 
ting other contracts to escape this require- 
ment even though the peril of fire was 
included. 


At first the Committee on Insurance Law 
Revisions of the Canadian association ad- 
vocated the abandonment of any attempt at 
rigid control of selected perils or contracts, 
in favor of a general control of all contracts, 
“The principle underlying this control to be 
freedom to all parties provided the insured 
is adequately put on caution in respect to 
conditions which might either void or con- 
trol the prima facie insurance payable.” ™ 
The intention of this proposal was to avoid 
any mandatory form of control in any class 
of property insurance, and to allow the com- 
panies to develop any form of contract pro- 
vided it complied with stipulated control 
provisions relating to matters common to 
all insurance contracts, such as misrepre- 
sentation, proof of loss, etc. 


At the 1948 Victoria Conference of Super- 
intendents of Insurance, this movement was 
abandoned. The Committee on Revisions 
reported that “the proposed contract con- 
trol provisions are not acceptable to an 
important part of the insurance industry 

and it therefore appears that no pur- 
pose would be served by giving further 
consideration to such proposals.”" The 
objections to complete abandonment of the 
statutory conditions were that (1) varied 
wording and clauses of different policies 
would change the jurisprudence of decided 
cases; (2) there would be the danger of the 
use of ambiguous phrases; (3) there would 
be an absence of concurrency; and (4) it 
would give too much of an opportunity for 


* Minutes of the Proceedings of the Associa- 
tion of Superintendents of Insurance of the 
Provinces of Canada (1946), p. 146. 

* Minutes cited, footnote 33, p. 144. 
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the issuance of limited policies by unscrupu- 
lous insurance companies. 


Turning from the theory of abandonment 
of the use of standard conditions, the at- 
tention of the insurance interests represented 
on various committees working in conjunc- 
tion with the Superintendents’ committee 
was drawn toward revision of the individual 
statutory conditions to provide an answer 
to the problem of modernizing the statutes 
in light of modern multiple-line underwriting. 


The latest report of the industry commit- 
tee, which will be presented to the Superin- 
tendents’ Committee on Revisions when it 
next meets (September, 1951), represents 
a solution to the American as well as Cana- 
dian problem, which merits consideration. 
It contemplates the regulation of the use of 
language and conditions whenever the peril 
of fire is insured against, whether it be a 
fire insurance contract or a contract covering 
several perils. 


This report argues that “restrictive statu- 
tory provisions should be revised so that 
they may be applicable to the peril of fire 
in any contract insuring against direct loss 
of or damage to property from such peril.” 
An exception was provided with respect to 
the peril of fire appearing in contracts of 
automobile and inland marine insurance. In 
view of several recent significant cases in 
Canada, as well as in this country, the wis- 
dom of this exception is open to question.” 


The committee recommended that the fol- 
lowing provisions be retained as matters of 
statutory conditions to appear in all con- 
tracts insuring against the perils of fire: 

(1) Exclusion from area of property not 
owned by the insured (Stat. Cond. 4). 


(2) Change material to the risk (Stat. 
Cond. 7). 


(3) Termination of contract (Stat. Cond. 
10), 


(4) Duty of insured after loss to protect 
property (Stat. Cond. 11). 


(5) Right of access by insurer after loss 
(Stat. Cond. 13). 


(6) Notice of loss (Stat. Cond. 15). 
(7) Waiver of condition (Stat. Cond. 22). 


(8) Method of giving notice to parties 
(Stat. Cond. 23). 


It was further recommended that the fol- 
lowing provisions could be made a matter 


* Minutes of the Proceedings of the Associa- 
tion of Superintendents of Insurance of the 
Provinces of Canada (1949), p. 109. 

% Fireman’s Fund Insurance Company v. 
Vermes, footnote 30. 
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of substantive law enacted into the statute, 
without the necessity of inclusion within the 
policy form: 


(1) Fraud and misrepresentation 
Cond. 1). 
(2) Form of contract (Stat. Cond. 2). 


(3) Mortgagees and other payees (Stat. 
Cond. 9). 


(4) Control of salvage (Stat. Cond. 13). 

(5) Who may make proof of loss (Stat. 
Cond. 14). 

(6) Forms of proof of loss (Stat. Cond. 
15). 

(7) Fraud in proof of loss (Stat. Cond. 
16). 

(8) Arbitration or appraisal (Stat. Cond. 
Bf}. 

(9) When loss payable (Stat. Cond. 18). 

(10) Replacement (Stat. Cond. 
19). 

(11) Limitation of action 
20). 

(12) Subrogation (Stat. Cond. 24). 


The following provisions were recom- 
mended as being matters of private agree- 
ment, falling without the scope of standard 
provisions: 


(Stat. 


option 


(Stat. Cond. 


(1) Certain property not covered (Stat. 
Cond, 3). 


(2) Certain risks not covered (Stat. Cond. 
4). 


(3) Risks not covered except by special 
permission (Stat. Cond. 5). 

(4) Explosion and lightning area (Stat. 
Cond. 6). 


This, therefore, is the Canadian approach 
to the same problem being faced by the 
property insurance industry in this country. 
It appears to be a reasonable solution which 
could, without too much disturbance, be 
adopted in this country. It is one method 
by which adequate provision could be made 
for the writing of a multiperil policy com- 
bining insurance against the perils of fire 
With insurance against other perils. With 
adequately prescribed statutory conditions 
appearing in all contracts, there would be 
no significant problem of concurrency with 
respect to the peril of fire. With studied 
draftsmanship the benefits of previous juris- 
prudence could be retained through the use 
of statutory conditions. With the use of 
statutory conditions, the advantages of lan- 
guage uniformity presently secured through 
the statutory policy could be preserved. 
More important, through the use of such an 
approach there would be provided the 
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means of spreading new multiperil coverage 
without disturbance of the fire coverage por- 
tion and without the use of the varied en- 
dorsements and gymnastics of riders and 
forms that is presently required. 


Summary 


The statutory fire policy has been a suc- 
cessful legal instrument for the writing of 
fire insurance in this country since 1873. 
It restored order and certainty to a business 
which had been replete with chaos and un- 
certainty. It has developed case law upon 
which much reliance can be placed by the 
courts of all the states. 


The statutory fire policy is today, how- 
ever, not meeting the needs of the fire 
insurance industry. In view of the develop- 
ment of multiple-line underwriting and the 
issuance of multiperil policies, there is need 
for a revision or change in concept of a 
standard policy so as to permit the writing 
of multiperil coverages within a single policy 
form, at the same time preserving the ad- 
vantages of a standard policy. 


These needs cannot be accomplished by 
the abolition of a standard policy. They 
cannot be brought about by individual ex- 
ceptions to the statutory requirement. The 
objectives cannot be secured by treating a 
multiperil policy as being something other 
than a fire insurance contract. 


These objectives can be achieved through 
the use of statutory conditions to be written 
in all insurance contracts that include 
coverage against the peril of fire. With pre- 
scribed statutory conditions appearing promi- 
nently within a policy form, a contract insuring 
against many perils can be drafted around 
the standard provisions required for fire 
insurance. It will require the the acceptance 
of a new concept by the fire insurance in- 
dustry; but we are living in a period of 
change and the fire insurance industry 
should become adjusted to these changes 
and grow with the new field of multiple- 
line underwriting. [The End] 


Appendix—Statutory Conditions 
Required for Canadian Fire Contracts 
Statutory Condition No. 1—‘MISREP- 
RESENTATION—If any person applying 
for insurance falsely describes the property 
to the prejudice of the insurer, or misrep- 
resents or fraudulently omits to communi- 
cate any circumstance which is material to 
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be made known to the insurer in order to 
enable it to judge of the risk to be under- 
taken, the contract shall be void as to the 
property in respect of which the misrepre- 
sentation or omission is made.” 


Statutory Condition No. 2—‘FORM OF 
CONTRACT—After application for insur- 
ance, if the same is in writing, it shall be 
deemed that any policy sent to the insured 
is intended to be in accordance with the 
terms of the application, unless the insurer 
points out in writing the particulars where- 
in it differs from the application, in which case 
the insured may, within two weeks from the 
receipt of the notification, reject the policy.” 


Statutory Condition No. 3.—“PROP- 
ERTY NOT INSURED—Unless other- 
wise specifically stated in the policy, money, 
books of account, securities for money, evi- 
dence of debt or title, and automobiles, 
tractors and other motor vehicles, are not 
insured.” 


Statutory Condition No. 4.—“RISKS 
NOT COVERED—Unless otherwise spe- 
cifically stated in the policy, the insurer is 
not liable for the losses following, that is 
to say: 

“(a) for loss of or damage to property 
owned by any person other than the insured, 
unless the interest of the insured therein is 
stated in the policy; 


“(b) for loss or damage caused by inva- 
sion, insurrection, riot, civil commotion, mili- 
tary or usurped power; 


“(c) for loss due to the want, within the 
knowledge of the insured, of good and sub- 
stantial chimneys; or caused by ashes or 
embers being deposited, with the knowledge 
and consent of the insured, in wooden ves- 
sels; or by stoves or stovepipes being, to the 
knowledge of the insured, in an unsafe con- 
dition or improperly secure; or 

“(d) for loss of or damage to goods while 
undergoing any process in or by which the 
application of fire heat is necessary.” 

Statutory Condition No. 5.—“RISKS 
NOT COVERED EXCEPT BY SPE- 
CIAL PERMISSION—Unless permission 
is given by the policy or endorsed thereon, 
the insurer shall not be liable for loss or 
damage occurring: 

“(a) Repairs: to buildings or their con- 
tents during alteration or repair of the 
buildings and in consequence thereof; fif- 
teen days being allowed in each year for 
incidental alterations or repairs without such 
permission; 

“(b) Inflammable Substance: while illumi- 
nating gas or vapour is generated by the in- 
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sured, or to his knowledge, in the building 
insured or which contains the property in- 
sured, or while there is stored or kept there- 
in by the insured, or to his knowledge, by 
any person under his control petroleum or 
any liquid product thereof, coal oil, cam- 
phene, gasoline, burning fluid, benzine, 
naphtha, or any of their constituent parts 
(refined oil for lighting, heating or cooking 
purposes only, not exceeding five gallons in 
quantity, gasoline, if contained in a tightly 
closed metallic can free from leaks and not 
exceeding one quart in quantity, or lubricat- 
ing oil not being crude petroleum nor oil of 
less specific gravity than is required by law 
for illuminating purposes, not exceeding five 
gallons in quantity, excepted), or more than 
twenty-five pounds weight of gunpowder, 
dynamite or similar explosives; 


“(c) Change of Interest: after the interest 
of the insured in the subject matter of the 
insurance is assigned, but this condition is 
not to apply to an authorized assignment 
under the Bankruptcy Act or to change of 
title by succession, by operation of law, or 
by death; 


“(d) Vacancy: when the building in- 
sured or containing the property insured is, 
to the knowledge of the insured, vacant or 
unoccupied for more than thirty consecutive 
days, or being a manufacturing establish- 
ment, ceases to be operated and continues 
out of operation for more than thirty con- 
secutive days.” 

Statutory Condition No. 6.—‘EXPLO- 
SION AND LIGHTNING—The insurer will 
make good loss or damage caused by light- 
ning or by explosion of coal or natural gas 
in a building not forming part of gas works, 
whether fire ensues therefrom or not; and 
loss or damage by fire caused by any other 
explosion; but, if electrical appliances or de- 
vices are insured, any loss or damage to 
them caused by lightning or other electrical 
currents is excluded and the insurer shall be 
liable only for such loss or damage to them 
as may occur from fire originating outside 
the article itself.” 


Statutory Condition No. 7.—‘MATERIAL 
CHANGE—Any change material to the 
risk and within the control and knowledge 
of the insured shall avoid the policy as to 
the part affected thereby, unless the change 
is promptly notified in writing to the in- 
surer or its local agent, and the insurer 
when so notified may return the unearned 
portion, if any, of the premium paid, and 
cancel the policy, or may notify the insured 
in writing that, if he desires the policy to 
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The advantages of the standard form 
can be combined with the benefits of 


multiple peril coverage by following 


Canadian fire insurance experience. 
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continue in force, he must within fifteen 
days of the receipt of the notice pay to the 
insurer an additional premium, and in de- 
fault of such payment the policy shall no 
longer be in force and the insurer shall 
return the unearned portion, if any, of the 
premium paid.” 

Statutory Condition No. 8.—“OTHER 
INSURANCE—(a) If the insured has at 
the date of this policy any other insurance 
on property covered thereby which is not 
disclosed to the insurer, or hereafter effects 
any other insurance thereon without the writ- 
ten assent of the insurer, he shall not be 
entitled to recover more than sixty per 
centum of the loss in respect of such prop- 
erty; but if for any fraudulent purpose the 
insured does not disclose such other insur- 
ance, this policy shall be void. 

“(b) The insurer shall be deemed to have 
assented to such other insurance unless it 
dissents by notice in writing within two 
weeks after notice thereof, 

“(c) In the event of there being any 
other insurance on property herein de- 
scribed at the time of the happening of a 
loss in respect thereof, the insurer shall 
be liable only for payment of a rateable 
proportion of the loss or a rateable pro- 
portion of such amounts as the insured 
shall be entitled to recover under clause (a) 
of this condition.” 


Statutory Condition No. 9.—“MORT- 
GAGES AND OTHER PAY EES—Where 
the loss, if any, under a policy has, with 
the consent of the insurer, been made 
payable to some person other than the 
insured, the policy shall not be cancelled 
or altered by the insurer to the prejudice 
of such person without reasonable notice 
to him.” 

Statutory Condition No. 10.—‘TERMI- 
NATION OF INSURANCE —(1) The 
insurance may be terminated: 

“(a) Subject to the provisions of condi- 
tion 9, by the insurer giving to the insured 
at any time fifteen days’ notice of cancel- 
lation by registered mail, or five days’ notice 
of cancellation personally delivered, and, if 
the insurance is on the cash plan, refund- 
ing the excess of premium actually paid by 
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the insured beyond the pro rata premium 
tor the expired time; 


“(b) If on the cash plan, by the insured 
giving written notice of termination to the 
insurer, in which case the insurer shall upon 
surrender of this policy, refund the excess 
of premium actually paid by the insured 
beyond the customary short rate for the 
expired time. 


“(2) Repayment of the excess premium 
may be made by money, post office order 
or postal note or by cheque payable at par 
and certified by a chartered bank doing 
business in the Province. If the notice is 
given by registered letter, such repayment 
shall accompany the notice, and in such 
case the fifteen days mentioned in clause 
(a) of this condition shall commence to run 
from the day following the receipt of the 
registered letter at the post office to which 
it is addressed.” 


Statutory Condition No. 11—‘“SALVAGE 
—After any loss or damage to insured prop- 
erty, it shall be the duty of the insured, 
when and as soon as practicable, to secure 
the insured property from further damage, 
and to separate as far as reasonably may 
be the damaged from the undamaged prop- 
erty, and to notify the insurer of the sepa- 
ration.” 


Statutory Condition No. 12—“‘INSUR- 
ANCE ON GOODS MOVED—If any of 
the insured property is necessarily removed 
to prevent damage or further damage thereto, 
that part of the insurance under the policy 
which exceeds the amount of the insurer’s 
liability for any loss already incurred shall 
for seven days only, or for the unexpired 
term if less than seven days, cover the 
property removed and any property re- 
maining in the original location in the pro- 
portions which the value of the property 
in the respective locations bears to the value 
of the property in them all, and the in- 
surer will contribute pro rata towards any 
loss or expense connected with such act 
of salvage, according to the respective 
interests of the parties.” 


Statutory Condition No. 13—‘ENTRY, 
CONTROL, ABANDONMENT — After 
any loss or damage to insured property, 
the insurer shall have an immediate right 
of access and entry by accredited agents 
sufficient to enable them to survey and 
examine the property, and to make an esti- 
mate of the loss or damage, and, after 
the insured has secured the property, a 
further right of access and entry sufficient 
to enable them to make appraisement or 
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particular estimate of the loss or damage, 
but the insurer shall not be entitled to the 
control or possession of the insured prop- 
erty, or the remains or salvage thereof, un- 
less it accepts a part thereof at its agreed 
value or its value as ascertained according 
to condition 17 or undertakes replacement 
under condition 19, and without the consent 
of the insurer there can be no abandon- 
ment to it of insured property.” 


Statutory Condition No. 14—‘WHO TO 
MAKE PROOF OF LOSS—Proof of loss 
must be made by the insured, although the 
loss is payable to a third person, except 
that, in case of the absence of the insured, 
or his inability to make the same, proof 
may be made by his agent, such absence 
or inability being satisfactorily accounted 
for, or in the like case or if the insured 
refuse to do so, by a person to whom any 
part of the insurance money is payable.” 

Statutory Condition No. 15.—“REQUIRE- 
MENTS AFTER LOSS—Any person en- 
titled to claim under this policy shall: 

“(a) forthwith after loss give notice in 
writing to the insurer; 

“(b) deliver, as soon thereafter as prac- 
ticable, a particular account of the loss; 

“(c) furnish therewith a statutory decla- 
ration declaring: 

“(i) that the amount is just and true; 

“Gi) when and how the loss occurred, 
and if caused by fire, how the fire origi- 


nated, so far as the declarant knows or 
believes; 


“(iii) that the loss did not occur through 
any wilful act or neglect or the procure- 
ment, means or connivance of the insured; 


“(iv) the amount of other insurances and 
names of other insurers; 


“(v) all liens and encumbrances on the 
property insured; 


“(vi) the place where the property insured, 
if moveable, was deposited at the time of 
the fire; 

“(d) if required and if practicable, pro- 
duce books of account, warehouse receipts 
and stock lists, and furnish invoices and 
other vouchers verified by statutory decla- 
ration, and furnish a copy of the written 
portion of any other policy. The evidence 
furnished under this clause shall not be 
considered proofs of loss within the mean- 
ing of conditions 18 and 19.” 

Statutory Condition No. 16.—‘“FRAUD— 
Any fraud or wilfully false statement in 
a statutory declaration, in relation to any 
of the above particulars, shall vitiate the 
claim of the person making the declaration.” 
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Statutory Condition No. 17.—‘ARBITRA- 
TION—If any difference arises as to the 
value of the property insured, the property 
saved, or the amount of the loss, such 
value and amount and the proportion thereof, 
if any, to be paid by the insurer shall, 
whether the right to recover on the policy 
is disputed or not, and independently of 
all other questions, be submitted to the 
arbitration of some person to be chosen 
by both parties, or if they cannot agree 
on one person, then to two persons, one 
to be chosen by the insured and the other 
by the insurer, and a third to be appointed 
by the persons so chosen, or on their fail- 
ing to agree, then by a judge of the county 
or district court of the county or district 
in which the loss has happened; and such 
reference shall be subject to the provision 
of the Arbitration Act; and the award shall, 
if the insurer is in other respects liable, 
be conclusive as to the amount of the loss 
and the proportion to be paid by the in- 
surer; where the full amount of the claim 
is awarded and costs shall follow the event; 
and in other cases all questions of costs 
shall be in the discretion of the arbitrators.” 


Statutory Condition No. 18.—‘“WHEN 
LOSS PAYABLE—The loss shall be pay- 
able within sixty days after completion of 
the proofs of loss, unless the contract pro- 
vides for a shorter period.” 


Statutory Condition No. 19—‘“REPLACE- 
MEN T—The insurer, instead of making pay- 
ment, may repair, rebuild or replace the 
property damaged or lost, giving written 
notice of its intention so to do within fif- 
teen days after receipt of the proofs of 
loss. In such event, the insurer shall com- 
mence to so repair, rebuild or replace the 
property within thirty days after receipt 
of the proofs of loss and shall thereafter 
proceed with all due diligence to the com- 
pletion thereof.” 


Statutory Condition No. 20.—‘ACTION 
—Every action or proceeding against the 
insurer for the recovery of any claim under 
or by virtue of this policy shall be abso- 
lutely barred unless commenced within one 
year next after the loss or damage occurs.” 


Statutory Condition No, 21.—‘AGENCY 
—Any officer or agent of the insurer who 
assumes on behalf of the insurer to enter 
into a written agreement relating to any 
matter connected with the insurance shall 
be deemed prima facie to be the agent 
of the insurer for the purpose.” 


Statutory Condition No. 22—‘WAIVER 
OF CONDITION—No condition of this 
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policy shall be deemed to have been waived 
by the insurer, either in whole or in part, 
unless the waiver is clearly expressed in 
writing signed by an agent of the insurer.” 

Statutory Condition No. 23.—‘NOTICE 
—Any written notice to the insurer may 
be delivered at or sent by registered post 
to the chief agency or head office of the 
insurer in the Province or delivered or so 
sent to any authorized agent of the insurer 
therein. Written notice may be given to 
the insured by letter personally delivered 
to him or by registered letter addressed 


to him at his last post office address noti- 
fied to the insurer, or, where no address 
is notified and the address is not known, 
addressed to him at the post office of the 
agency, if any, from which the application 
was received.” 

Statutory Condition No. 24—“SUBRO- 
GATION—The insurer may require from 
the insured an assignment of all right of 
recovery against any other party for loss 
or damage to the extent that payment 
therefor is made by the insurer.” 





Liability of a Manufacturer 


for Harm Done by a Product 


By ROBERT W. MILLER 


The author, professor of law, Syracuse 
University College of Law, delivered 
this address before the Committee on 
Casualty Insurance Law, Section of 
Insurance Law, American Bar Associa- 
tion on September 18. Permission has 
been granted by the Syracuse Law Re- 
view to publish this speech, which is 
a digest of an article which will appear 
in the Fall, 1951 issue of the Review. 


DISCUSSION of the manufacturer’s 

liability for harm done by a product is 
both important and timely: important be- 
cause approximately $18.5 million were paid 
in this year as premiums for products liabil- 
ity insurance, including both bodily injury 
and property damage types of coverage; 
timely because of the shortage of materials 


which will again tax the ingenuity of our 
industrial machine in its search for sub- 
stitutes. 


A knowledge of the early law is helpful 
both in properly evaluating precedents and 
in observing trends. Mr. Justice Cardozo 
once observed: 


“We take a false and one-sided view of 
history when we ignore its dynamic aspects. 
The year books can teach us how a prin- 
ciple or rule had its beginnings. They can- 
not teach us that what was the beginning 
shall also be the end.”’* 


We may begin with the rule, generally 
credited to dictum in Winterbottom v. Wright, 
that the manufacturer, vendor or supplier of a 
chattel owes a duty of care only to the 
person or persons with whom he contracts. 
Eighty-eight years later, in a Texas case 
where plaintiff was poisoned by eating im- 
pure candy manufactured by the defendant 
and sold to a retailer from whom it was 
purchased, the court held that the defend- 





' Quoted in Newsom v. Fleming, 165 Va. 89, 
181 S. E. 393 (1935). 
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ant’s liability could be established upon the 


210 M. & W. 109 (1842). 





grounds of negligence, implied warranty or 
misrepresentation.* 

Before considering these remedies, one 
may observe that the modern manufacturer 
seldom has actual knowledge of an existing 
defect in the article produced, an important 
fact if scienter, as defined in Derry v. Peek,* 
is required and the action be in tort for 
deceit. Further, in the majority of cases 
the product results in harm to persons having 
no contractual relations with the manufac- 
turer, which is of importance if the war- 
ranty action depends upon privity of con- 
tract." Even where the action is one of 
negligence, adherents of the Palsgrafian® doc- 
trine are cautioned to find the duty before 
discussing causation. The negligence as- 
serted may be in the design of the product 
(strikingly illustrated by the aircraft cases‘), 
in the failure of an unnamed employee prop- 
erly to perform his duties or in inadequate 
inspection procedures. No matter what 
reasonable safeguards the maker may de- 
vise, as long as human beings are involved 
in the process of manufacture, some defec- 
tive articles will inevitably be produced and 
marketed. Let us consider the remedies 
available to the consumer or user who 
sustains harm. 


Negligence 


The assault upon the manufacturer’s cita- 
del of privity began with Thomas v, Win- 
chester,> wherein a deadly poison had been 
mislabeled. Judgment against a remote 
vendor was affirmed on the ground that 
“the defendant’s negligence put human life 
in imminent danger.” In 1903, the inter- 


3 Brown Cracker & Candy Company v. Jensen, 
32 S. W. (2d) 227 (1930), noted in 9 Texas Law 
Review 620. 

414A. C. 337 (1889). 

5 Lasky v. Economy Grocery Stores, 13 Negli- 
gence Cases 311, 319 Mass. 224, 65 N. E. (2d) 305 
(1946), where plaintiff was hurt by the explo- 
sion of a bottle of carbonated beverage which 
she had taken from the shelf with the intention 
of paying for it at the cashier's desk; held, title 
had not passed and a warranty action would not 
lie. Dillon v. William 8. Scull Company, 16 
Negligence Cases 837, 164 Pa. Super. 365, 64 
Atl. (2d) 525 (1949), where on facts similar to 
the Lasky case judgment was had for plaintiff 
and affirmed in an action in negligence. Accord: 
Loch v. Confair, 16 Negligence Cases 535, 361 
Pa. 158, 63 Atl. (2d) 24 (1949); Vaccarino v. 
Cozzubo, 9 Negligence Cases 180, 181 Md. 614, 
31 Atl. (2d) 316 (1943); Chysky v. Drake 
Brothers Company, 235 N. Y. 468, 139 N. E. 576 
(1923). 

6 248 N. Y. 339, 162 N. E. 99 (1928). 

‘Hotchkiss, ‘‘Aircraft Manufacturers’ Liabil- 
ity and the Civil Aeronautics Act of 1938,'’ 16 
George Washington Law Review 469. 
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vening cases were collected and discussed, 
and the exception stated: 


. an act of negligence of a manufac- 
turer or vendor which is imminently dan- 
gerous to the life or health of mankind, and 
which is committed in the preparation or 
sale of an article intended to preserve, de- 
stroy, or affect human life, is actionable by 
third parties who suffer from the negligence.” ’ 


Classification of the object resulted, with 
the discussion often centered upon how 
dangerous the object would have been had 
it not been defective rather than upon how 
dangerous it was in its defective state. A 
Massachusetts court, referring to its earlier 
decisions, noted “the intimation in our cases 
was that a thing could not be called ‘in- 
herently’ dangerous when it was dangerous 
only if negligently made, prepared or used.” ” 
Erratic classification resulted.” 


Judge Cardozo, in MacPherson v. Buick 
Motor Company,” wherein the ultimate pur- 
chaser sued the manufacturer for injuries 
sustained when a defective wheel collapsed, 
cut to the heart of the problem by stating: 


“Tf the nature of the thing is such that 
it is reasonably certain to place life and 
limb in peril when negligently made, it is 
then a thing of danger.” 

The pernicious life of the privity require- 
ment has been ended in England.” The 
Restatement“ substantially adopted the 
MacPherson doctrine. Massachusetts, long 
bothered by the old general rule, finally 
abandoned it in favor of the modern view, 
stating: 


“ 


. a manufacturer or other person 
owning or controlling a thing that is dan- 
gerous in its nature or is in a dangerous 


S6N. Y. 397 (1852). 

® Huset v. Case Threshing Machine Company, 
120 F. 865 (CCA-8, 1903). 

” Carter v. Yardley & Company, 319 Mass. 92, 
64 N. E. (2d) 693 (1946), noted in 26 Boston 
University Law Review 411, and criticized by 
Peairs, ‘‘God in the Machine,’’ 29 Boston Uni- 
versity Law Review 37. Cf. Borg-Warner Cor- 
poration v. Heine, 7 Negligence Cases 832, 128 
F. (2d) 657 (CCA-6, 1942), for recent illustra- 
tion of this type of reasoning. 

'tSee Prosser, Law of Torts, pp. 675-679. 

2217 N. Y. 382, 111 N. E. 1050 (1916). 

13 Donoghue v. Stevenson, (1932) A. C. 562, in 
which a manufacturer was held liable where a 
decayed snail was found in a ginger-beer bottle; 
Grant v. Australian Knitting Mills, Ltd., (1936) 
A. C. 85: plaintiff, who contracted dermititis 
from wearing a suit of woolen underwear in 
which a deleterious chemical had been negli- 
gently allowed to remain, sued the retailer in 
warranty and the manufacturer in negligence. 
On appeal from a judgment denying recovery, 
the judgment was reversed as to both defend- 
ants. 

1 Restatement of Torts, Sec. 395. 
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condition, either to his knowledge or as a 
result of his want of reasonable care in 
manufacture or inspection, who deals with or 
disposes of that thing in a way that he 
foresees or in the exercise of reasonable 
care ought to foresee will probably carry 
that thing into contact with some person, 
known or unknown, who will probably be 
ignorant of the danger, owes a legal duty 
to every such person to use reasonable care 
to prevent injury to him.” ” 

We have not yet reached the point where 
a manufacturer is under the duty of pro- 
ducing an accident-proof product. In a 
New York case, plaintiff was injured when 
his hands were caught in the revolving 
steel rollers of an onion-topping machine 
while feeding onions into it. The complaint 
alleged negligence in that the machine was 
not equipped with a guard or stopping 
device. No latent defect was alleged nor 
did it appear that the machine contained 
any danger unknown to plaintiff. In af- 
firming a dismissal of the complaint, the 
opinion stated: 

“. . the manufacturer is under no duty 
to render a machine or article ‘more’ safe— 
as long as the danger to be avoided is ob- 
vious and patent to all. . . . Suffice it to 
note that, in cases dealing with a manu- 
facturer’s liability for injuries to remote 
users, the stress has always been upon the 
duty of guarding against hidden defects and 
of giving notice of concealed dangers. .. . 
In point of fact, several of the cases actually 
declare that a duty is owed, a liability im- 
posed, only if the defect or danger be not 
‘known’ or ‘patent’ or ‘discoverable’ by a 
reasonable inspection.” ™ 

Foreseeability of harm increases with ad- 
vances in knowledge, as aptly illustrated by 
the allergic customer cases.” Whether a 
product is inherently dangerous or, if negli- 


8 Carter v. Yardley & Company, footnote 10. 


%*Campo v. Scofield, 18 Negligence Cases 
1047, 301 N. Y. 468, 95 N. E. (2d) 802 (1950). 
Accord: Yaun v. Allis-Chalmers Manufacturing 
Company, 16 Negligence Cases 354, 253 Wis. 
558, 34 N. W. (2d) 853 (1948), where dangers of 
the rollers in a hay baler were held apparent 
and patent. 

% See comment in 49 Michigan Law Review 
253; Reynolds, ‘‘Products Liability Claims,’’ 17 
Insurance Counsel Journal 151, 154. 

*% Poplar v. Bourjois, Inc., 16 Negligence Cases 
105, 298 N. Y. 62, 80 N. E. (2d) 334 (1948). 

” Laclede Steel Company v. Silas Mason Com- 
pany, 13 Negligence Cases 880, 67 F. Supp. 751 
(DC La., 1946). 

* Riggin v. Federal Cartridge Corporation, 
14 Negligence Cases 1086, 204 S. W. 94 (Mo. 
App., 1947). 
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gently made and marketed, becomes so, 
cannot be settled and necessarily depends 
upon the facts of each case. New York, 
applying Maryland law, found a cosmetic 
box adorned with a defective metal star 
not inherently dangerous.” Ferrous scrap 
ammunition containers filled with concealed 
nonferrous aluminum washers, sold for re- 
smelting purposes, with resulting harm to 
plaintiff's furnaces, were described by a 
federal district court as a “dangerous and 
damage causing bundle.” A rifle shell with 
a defective primer causing a delayed explo- 
sion was sufficient to hold a manufacturer 
in Missouri.” A federal district court of 
the same state found the manufacturer liable 
where an element composing part of a heat- 
ing unit of an electric stove exploded.™ 
The use of an electric vaporizer, having no 
thermostat to break the current upon over- 
heating or when the water boiled away, 
resulted in the affirmance of a $65,000 judg- 
ment in Illinois.” Another federal court was 
confronted with a case against the manu- 
facturer of a metal disc wheel used on a 
wheelbarrow. The wheel exploded while 
the pneumatic tire was being inflated. Di- 
rection of a verdict for the defendant was 
reversed.” Similarly, a new trial was granted 
in Missouri against the manufacturer of an 
abrasive cutting-off wheel which exploded 
while being used.* In New York, judg- 
ments have twice been affirmed against 
manufacturers of dresses which burst into 
explosive flame while being worn.* These 
cases, together with those involving foreign 
substances in foods and beverages and the 
exploding-container situation, represent a 
cross section of decisions within the past 
decade. 


Considerable progress has been made in 
answering many of the questions left for 
future decision by the MacPherson opinion. 


2 Roettig v. Westinghouse Electric & Manu- 
facturing Company, 10 Negligence Cases 615, 
53 F. Supp. 588 (DC Mo., 1944). 

22 Lindroth v. Walgreen Company, 17 Negli- 
gence Cases 355, 338 Ill. App. 364, 87 N. E. (2d) 
307, aff'd 17 Negligence Cases 781, 407 Ill. 121, 
94 N. E. (2d) 847 (1950). 

°3 O’Donnell v. Geneva Metal Wheel Company, 
18 Negligence Cases 126, 183 F. (2d) 733 (CA-6, 
1950). 

24 Zesch v. Abrasive Company of Philadelphia, 
353 Mo. 558, 183 S. W. (2d) 140 (1944). 

* Noone v. Perlberg, Inc., 10 Negligence 
Cases 1122, 268 App. Div. 149, 49 N. Y. S. (2d) 
460, aff'd 294 N. Y. 680, 60 N. E. (2d) 839 (1945); 
Dayton v. Harlene Frocks, Inc., 274 App. Div. 
1015, 86 N. Y. S. (2d) 614, aff'd 299 N. Y. 609, 
86 N. E. (2d) 176 (1949). See Clark, ‘‘Let the 
Maker Beware,’’ 19 St. John’s Law Review 85, 
for an excellent collection of articles on this 
general topic. 
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For example, since the purchaser was the 
plaintiff in that case, should protection be 
afforded other than purchasers.” Since the 
defective wheel was purchased by Buick 
Motor Company from another, is it legiti- 
mate to go beyond the manufacturer of 
the finished product and hold the manu- 
facturer of component parts?” Suppose 
an intermediate vendee is also negligent, as 
in failing to discover a defect or danger 
and preventing its natural result. Is this 
a sufficient basis for relieving the manu- 
facturer from liability? Or, suppose the 
intermediate vendee has knowledge of de- 
fects in or danger of the product and acts 
negligently with regard to it. Would such 
conduct be considered a superceding cause 
if it were foreseeable by the manufacturer? ” 
Since personal harm resulted from the col- 
lapse of the wheel, are the potentialities of 
danger that will charge with liability con- 
fined to harm to the person or do they 
include injury to property?” Are mone- 
tary losses sustained by the ultimate pur- 
chaser in replacing defective products before 
personal harm or property damage results 
recoverable?“ Since the MacPherson opin- 
ion stated the chattel must be such “as 
reasonably certain to place life and limb 
in peril,” is protection afforded where only 


% Carter v. Yardley & Company, footnote 10, 
where the duty to use care was said not to 
extend to persons who come into contact with 
the product by ‘‘a trespass or as a bare li- 
censee’’; Margulies v. Westvaco Chlorine Prod- 
ucts Corporation, 297 N. Y. 562, 74 N. E. (2d) 
481 (1947), where subway passengers inhaled 
chlorine gas which escaped from a defective 
container being transported on the street; Shew- 
ard v. Virtue, 7 Negligence Cases 754, 20 Cal. 
(2d) 410, 126 Pac, (2d) 345 (1942), where a cus- 
tomer in a beauty parlor was injured when a 
leather-upholstered chair, manufactured by de- 
fendant, collapsed. 

7 Carson v, Weston Hotel Corporation, 19 
Negligence Cases 428, 97 N. E. (2d) 620 (Ill. 
App., 1951); Smith v. Peerless Glass Company, 
Inc., 259 N. Y. 292, 181 N. E. 576 (1932). 

% La Rocca v. Farrington, 301 N. Y. 247, 93 
N. E. (2d) 829 (1950) (supplier of tractor-crane 
with defective link in the chain); Rosebrock v. 
General Electric Company, 236 N. Y. 227, 140 
N. E. 571 (1923) (transformer shipped with con- 
cealed wooden blocks). See Note, 31 Michigan 
Law Review 264. 

2» Cf. Frazier v. Ayres, 11 Negligence Cases 
955, 20 So. (2d) 754 (La. Ct. of App., 1945) with 
Ford Motor Company v. Wagoner, 24 Negli- 
gence Cases 809, 183 Tenn. 392, 192 S. W. (2d) 
840 (1946), criticized in 13 University of Chicago 
Law Review 518. See 164 A. L. R. 371. 

% Schuylerville Wall Paper Company, Inc. v. 
American Manufacturing Company, 272 App. 
Div. 856, 70 N. Y. S. (2d) 166 (1947); Todd 
Shipyards Corporation v. U. 8., 69 F. Supp. 
609 (DC Me., 1947); Feezer, ‘‘The Tort Liability 
of Manufacturers,’’ 19 Minnesota Law Review 
752. 
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minor batteries will result should the prod- 
uct prove defective? * 

Actionable negligence, like any other 
question of fact or mixed question of law 
and fact, may be established by circumstan- 
tial evidence. Where res ipsa loquitur is 
properly relied on, a prima-facie case is 
made without allegation and proof of spe- 
cific negligence of the defendant or the 
specific cause of the accident.” In the con- 
ventional circumstantial-evidence case, spe- 
cific negligence and specific cause must be 
inferable from the evidence offered. In the 
case of foreign substances in food and bev- 
erages, the majority of the cases hold either 
that the presence of the deleterious sub- 
stance gives rise to an inference of negli- 
gence” or that res ipsa loquitur properly 
applies.” Similarly, in the case of sealed 
products which explode, the fact of explo- 
sion may either create an inference of neg- 
ligence ® or provide a basis for the application 
of res ipsa loquitur.™ Plaintiff is able, by 
use of circumstantial evidence, to go to the 
jury on the issue of the manufacturer’s 
negligence. It is this ability, rather than 
the substantive law of product liability, 
which results, in practice, in the imposition 
of an absolute liability. A California jurist 
commented: 


A, J. P. Contracting Corporation v. Brook- 
lyn Builders Supply Company, 171 Misc. 157, 11 
N. Y. S. (2d) 662, aff'd 258 App. Div. 747, 15 
N. Y. S. (2d) 424, aff'd 283 N. Y. 692, 28 N. E. 
(2d) 412 (1940). 

*2 Restatement of Torts, Sec. 395; Timpson v. 
Marshall, Meadows & Stewart, Inc., 198 Misc. 
1034, 101 N. Y. S. (2d) 583 (S. Ct., 1950). 

% See Miller, ‘‘Some Problems of Proof in 
Negligence Actions,’’ 2 Syracuse Law Review 8; 
Jaffe, “Res Ipsa Loquitur Vindicated,"’ 1 Buffalo 
Law Review 1. 

% Cloverland Farms Dairy v. Ellin, 18 Negli- 
gence Cases 699, 75 Atl. (2d) 116 (Md., 1950); 
Beaumont Coca Cola Bottling Company v, Guil- 
lot, 222 S. W. (2d) 141 (Tex. Civ. App., 1949); 
Norfolk Coca Cola Bottling Works v. Krausse, 
162 Va. 107, 173 S. E. 497 (1934). 

% Holley v. Purity Baking Company, 128 
W. Va. 531, 37 S. E. (2d) 729 (1946); Coca Cola 
Bottling Works of Evansville v. Williams, 6 
Negligence Cases 871, 112 Ind. App. 502, 37 
N. E. (2d) 702 (1941); Jordon v. Coca Cola 
Bottling Company of Utah, 18 Negligence Cases 
448, 218 Pac. (2d) 660 (Utah, 1950), where, 
because the container cap was impossible to 
remove and replace, it was held that evidence 
of absence of opportunity for tampering was 
required before res ipsa loquitur could apply. 

% Dillon v. William 8. Scull Company, foot- 
note 5. 

8% Ortego v. Nehi Bottling Works, 199 La. 599, 
6 So. (2d) 677 (1942); Tennebaum v. Pender- 
gast, 89 N. E, (2d) 490 (Ohio Ct. Com, PIs., 
1948); Hughs v. Miami Coca Cola Bottling Com- 
panv¥, 11 Negligence Cases 654, 155 Fla. 299, 
19 So. (2d) 862 (1944). 
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“In leaving it to the jury to decide 
whether the inference [of negligence] has 
been dispelled, regardless of the evidence 
against it, the negligence rule approaches 
the rule of strict liability.” * 

In planning the defense, the attorney for 
the manufacturer will seek the answers to 
various questions: 


IVho was injured? Perhaps plaintiff was 
a trespasser or bare licensee to whom no 
duty of care was owing.” 


IVhat caused the injury? Perhaps the 
product was not defective. Or, even if de- 
fective at the time of injury, it may not 
have been defective while under the manu- 
facturer’s control. “ Even if defective before 
transfer, perhaps the defect was neither a 
foreseeable consequence of the production 
process nor discoverable upon reasonable 
inspection. It may be that plaintiff cannot 
negative other causes likely to have pro- 
duced the damages sustained.“ Or, plaintiff 
may have been contributorily negligent. 


IVhere was the product being used at the 
time of injury? It may have been used 
under conditions specifically warned against.” 


When did the claim arise? Lapse of time 
may be sufficient to substantiate a defense 
that the normal life of the article had 
expired,“ or to negative an allegation that 
the article was defective while under the 
manufacturer’s control.“ 


Why did use of the product result in an 
injury or property damage? The product 
may have been used in an abnormal way.” 

Evidence of production and _ inspection 
procedures is relevant on the issue of the 
presence of the defect while the product 


was under the manufacturer’s control. 


Where it is admitted that the defect existed 
while the article was under the manufac- 
turer’s control, such evidence is relevant 
to support a claim that the defect was 
neither a foreseeable consequence of the 
production process nor discoverable by rea- 
sonable inspection. Manufacturers repeat- 
edly request an instruction that the standard 
of care as to them is to use those methods 
and procedures which are ordinarily adopted 
in the profession or trade. Usage may be 
considered. But is it conclusive as a stand- 
ard of care?“ Even where the manufac- 
turer’s evidence is credited, there is always 
the possibility the jury may find that in 
this one case there was a deviation from 
the customary care employed by the manu- 
facturer. 


Warranty 


In discussing a second possible remedy, 
that of warranty, we again start with a 
general rule, now under attack, that unless 
there is privity of contract the action will 
not lie. Historically, the remedy for breach 
of warranty was an action on the case for 
breach of an assumed duty, a tort action 
in the nature of deceit but in which sctenter 
did not have to be alleged.“ It was not 
until after the development of assumpsit and 
its application to warranty actions that war- 
ranty became accepted as. contractual in 
character. It has been suggested that if 
it is desirable to find that the manufac- 
turer has assumed a duty toward the ulti- 
mate consumer or user of his product, a 
return to the tort theory is still possible.“ 


In those states which have either circum- 
vented or departed from the requirement 





8% Concurring opinion of Traynor, J., in 
Escola v. Coca Cola Bottling Company of 
Fresno, 11 Negligence Cases 88, 24 Cal. (2d) 453, 
150 Pac. (2d) 436 (1944). 

% Carter v. Yardley & Company, footnote 10. 

“ Smolen v. Grandview Dairy, 18 Negligence 
Cases 548, 301 N. Y. 265, 93 N. E. (2d) 839 
(1950). 

“Cf. Kramer v. R. M. Hollingshead Corpora- 
tion, 18 Negligence Cases 836, 5 N. J. 386, 75 
Atl. (2d) 861 (1950), and J. R. Watkins Company 
v. Raymond, 18 Negligence Cases 934, 184 F. 
(2d) 925 (CA-8, 1950) with Diesbourg v. Hazel- 
oo Glass Company, 176 F. (2d) 410 (CA-3, 
949). 

“Cf. Maize v, Atlantic Refining Company, 12 
Negligence Cases 78, 352 Pa. 51, 41 Atl. (2d) 
850 (1945), with McClaren v. G. S. Robins & 
Company, 7 Negligence Cases 894, 349 Mo. 653, 
162 S. W. (2d) 856 (1942) (both involving suf- 
ficiency of the warning against the danger of 
inhaling carbon tetrachloride fumes). 

* Auld v. Sears, Roebuck & Company, 5 Neg- 
ligence Cases 382, aff'd 288 N. Y. 515, 41 N. E. 
(2d) 927 (1942). 
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** Schindley v, Allen-Sherman-Hoff Company, 
157 F. (2d) 102 (CCA-6, 1942); Lynch v. Inter- 
national Harvester Company, 61 F. (2d) 223 
(CCA-10, 1932); Reed & Barton Company v. 
Maas, 73 F. (2d) 359 (CCA-1, 1927). Cf. Hale v. 
Dapaoli, 16 Negligence Cases 565, 33 Cal. (2d) 
228, 201 Pac. (2d) 1 (1948). 

* Foster v. Ford Motor Company, 139 Wash. 
341, 246 Pac. 945 (1926). 

* Answering in the negative: Bohlen, ‘‘Some 
Recent Decisions on Tort Liability,’’ 4 Tulane 
Law Review 378; Diesbourg v. Hazel-Atlas Glass 
Company, footnote 41; Zesch v. Abrasive Com- 
pany of Philadelphia, footnote 24; Sheward v. 
Virtue, footnote 26; Maize v. Atlantic Refining 
Company, footnote 42. Answering in the affir- 
mative: McClaren v. G. 8. Robins & Company, 
footnote 42. See dissenting opinion of Conway, 
J., in Smolen v. Grandview Dairy, footnote 40. 

47See Prosser, ‘“‘The Implied Warranty of 
Merchantable Quality,’’ 27 Michigan Law Re- 
view 117. 

See Prosser, Law of Torts, p. 690; also 
Note, 18 Cornell Law Quarterly 445. 
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of privity, the cases are normally those 
involving food products.” In a few juris- 
dictions, extension has been made to other 
than foodstuffs. In a Michigan case, plain- 
tiff purchased a car from an authorized 
dealer on the strength of the manufac- 
turer’s advertisements and sales literature 
that it had a unisteel top. The roof was 
not solid and seamless but had jagged steel 
pieces welded together. Plaintiff received 
head injuries upon contact with these edges 
when the car overturned. In affirming a 
judgment for plaintiff based upon breach 
of express warranty, the opinion reviewed 
the various theories advanced: 

“Whether the result reached is best justi- 
fied by holding the privity concept inap- 
plicable because of its historical origins. . .; 
or that the requirements of privity are sat- 
isfied by the commercial advertising and 
merchandising methods of defendant .. .; 
or by finding the dealer under the circum- 
stances defendant’s agent to warrant its 
products ...; or by holding that the ex- 
press warranty is similar to a covenant 
running with the land and follows the prod- 
uct to the ultimate consumer .. .; or by 
application of the third party beneficiary 
statute to the transaction between defend- 
ant and its retail dealer ..., we have no 
occasion to decide.” ” 

Even in those states requiring privity, nu- 
merically in the majority, some relaxation 
in strict contract thinking is to be found. 
In New York, in a trichinosis case result- 
ing in death, recovery was allowed under 
the wrongful death statute even though the 
action was in warranty, because “the breach 
is a wrongful act, a default and, in its 





*” Baum v. Murray, 13 Negligence Cases 163, 
162 Pac. (2d) 801 (Wash., 1945); Decker & Sons, 
Inc. v. Capps, 7 Negligence Cases 1099, 139 Tex. 
609, 164 S. W. 828 (1942); Klein v. Duchess 
Sandwich Company, 2 Negligence Cases 626, 
14 Cal. (2d) 272, 93 Pac. (2d) 799 (1939). 

%® Bahlman v. Hudson Motor Car Company, 
5 Negligence Cases 191, 290 Mich. 683, 288 N. W. 
309 (1939). Cf. Rachlin v. Libby-Owens-Ford 
Glass Company, 96 F. (2d) 597 (CCA-2, 1938). 
See Baxter v. Ford Motor Company, 156 Wash. 
456, 12 Pac. (2d) 409 (1932), aff'd 15 Pac. (2d) 
1118, aff'd 178 Wash. 123, 35 Pac. (2d) 1090 
(1934), where the fact that sales materials were 
furnished the dealer for use in selling was held 
admissible against the manufacturer. 

‘Greco v. Kresge Company, 277 N. Y. 26, 
12 N. E. (2d) 557 (1938). Contra: Howson v, 
Foster Bcef Company, 87 N. H. 200, 177 Atl. 
656 (1935). 

52 Gimenez v. Great Atlantic & Pacific Tea 
Company, 264 N. Y. 390, 191 N. E. 27 (1934), 
where the wife, who went to the store, was 
deemed the purchaser irrespective of evidence 
that she lived with and was supported by her 
husband; Ryan v. Progressive Grocery Stores, 
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essential. nature, a tort.” Similarly, men- 


tal gymnastics may be required in answer- 
ing the simple question, “Who was the 
purchaser?” ™ 


The question has been raised whether 
Section 49 of the Uniform Sales Act, which 
provides for the giving of notice of the 
breach of warranty within a reasonable 
time, applies to the sale of goods for im- 
mediate human consumption. New Hamp- 
shire ® and Washington™ require plaintiff, as 
part of the prima-facie case, to establish 
the giving of a sufficient notice within a 
reasonable time. An intermediate New York 
court has held to the contrary both in the 
case of the sale of candy™ and of a chin- 
ning bar (a gymnastic device) which fell 
under plaintiff's weight.” 

A further question, raised under Section 
71 of the Uniform Sales Act which pro- 
vides for disclaimer, is whether public pol- 
icy forbids a manufacturer of food products 
to disclaim. A municipal court of New York 
has stated that it does.” There is, however, 
authority to the contrary.” 


In the absence of a disclaimer or some 
contractual limitation on the manufacturer’s 
liability, what recourse may a vendee, held 
liable at the suit of a third party, have 
against the manufacturer-vendor? In an 
Illinois case, plaintiff purchased recondi- 
tioned steel barrels of defendant which 
were to “be thoroughly cleaned and painted.” 
One such barrel was sold by plaintiff to a 
customer. At the time of delivery the cus- 
tomer’s 12-year-old son, alone in the base- 
ment with the barrel, ignited a match. An 
explosion resulted due to the presence of 
an explosive substance in the barrel. Plain- 
tiff satisfied the verdict returned against it. 


Inc., 255 N. Y. 388, 175 N. E. 105 (1931), where 
the wife, who went to the store, was deemed 
the agent of the husband who was made ill 
by the food; Kurriss v. Conrad & Company, 8 
Negligence Cases 739, 312 Mass. 670, 46 N. E. 
(2d) 12 (1943), where plaintiff, who contracted 
dermititis from a dress selected by herself but 
charged to her sister’s account, was deemed the 
purchaser. 

388 Hazelton v. First National Stores, 88 N. H. 
409, 190 Atl. 280 (1937). 

5+ Baum v. Murray, footnote 49. 

% Kennedy v. F. W. Woolworth Company, 205 
App. Div. 648, 200 N. Y. S. 121 (1923), but the 
action was in tort. 

% Silverstein v. R. H. Macy & Company, Inc., 
266 App. Div. 5, 40 N. Y. S. (2d) 916 (1943). 

51 Linn v. Radio Center Delicatessen, Inc., 169 
Misc. 879, 9 N. Y. S. (2d) 110 (1939), involving 
a tack in Danish pastry, and manufacturer's 
disclaimer contained on back of invoice with 
no actual notice to the retailer. 

88 Garofalo Company, Inc. v. St. Mary’s Pack- 
ing Company, 339 Ill. App. 412, 90 N. E. (2d) 
292 (1950), involving sale of rusty cans of 
tomatoes. 
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In a warranty action against defendant, 
plaintiff was permitted recovery of the 
amount of the judgment and expenditures 
in defense of the third-party action, which 
“were reasonably necessary and reasonable 
in amount,” plus interest from the date of 
the instant verdict.” 


Misrepresentation 


A third possible remedy against a manu- 
facturer is for misrepresentation of the 
product. In California, plaintiff purchased 
a paint primer from a retailer. He applied 
it to 55 homes and buildings. Within six 
months the primer began to flake and peel, 
exposing the wood to the elements. Plain- 
tiff's complaint against the manufacturer al- 
leged in part that the ingredients of a 
primer were lacking; that defendant repre- 
sented the product as a primer when it 
was not, and could not perform the pur- 
poses of, a primer; that defendant knew 
such information was false and would be 
passed along to the purchaser; and that 
such was done wilfully with intent to de- 
ceive. Judgment of dismissal upon a de- 
murrer to the complaint was reversed, the 
opinion stating that “a manufacturer may 
be liable without privity of contract and 
without an inherently dangerous article in 
cases of fraud.”” 


Similarly, a New York complaint alleged 
plaintiff's intestate died as the result of the 
use of a drug, manufactured by defendant, 
which was sold only on prescription of a 
physician and which was procured by the 
intestate pursuant to prescription. It al- 
leged defendant knew of the fatal propen- 
sities of its product but in its communications 
to the medical profession concealed and 
made misrepresentations with respect thereto. 





%®° Standard Oil Company v. Daniel Burkharts- 
meier Cooperage Company, 15 Negligence Cases 
896, 333 Ill. App. 338, 77 N. E. (2d) 526 (1948). 

© Quirict v. Freeman, 219 Pac. (2d) 897 
(Calif. Dist. Ct. of App., 1950). 

‘tWechsler v. Hoffman-LaRoche, Inc., 198 
Mise. 540, 99 N. Y. S. (2d) 588 (S. Ct., Bronx 
Co., 1950). 

*® Bohlen, ‘‘Misrepresentation as Deceit, Neg- 
ligence, or Warranty,’’ 42 Harvard Law Review 
733. Cf. Roberts v. Anheuser-Busch Brewing 
Association, 221 Mass. 449, 98 N. E. 95 (1912); 
Hertzler v. Manshum, 228 Misc. 416, 200 N. W. 
155 (1924); Marsh v. Usk Hardware Company, 
73 Wash. 543, 132 Pac. 241 (1913). 

® Kuelling v. Roderick Lean Manufacturing 
Company, 183 N. Y. 78, 75 N. E. 1098 (1905); 
Schubert v. J. R. Clark Company, 49 Minn. 331, 


51 N. W. 1103 (1892); Hale v. Dapoli, foot- 
Note 44, 
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Defendant claimed its representations were 
made to the physicians and not to the intes- 
tate or persons of the class to which the 
intestate belonged. A motion to dismiss 
the complaint was denied.” 


Confusion arises in the use of this rem- 
edy because misrepresentation may be viewed 
as deceit, negligence or warranty.” Where 
the manufacturer consciously deceives the 
remote vendee or user by concealing or 
glossing over known defects, whereby the 
product is made dangerous, deceit is a 
proper remedy.” Difficulties arise, however, 
when something less than conscious decep- 
tion is accepted as satisfying the require- 
ment of scienter.“ Deceit, normally viewed 
as an intentional tort, thereby takes on a 
negligence aspect under the guise that de- 
fendant knew or should have known the 
misrepresented fact. If, added to this, it 
is further held that the manufacturer be- 
comes liable despite the honesty of his belief 
or the care used in producing the product, 
such negligent misrepresentation becomes 
substantially a warranty. In Kentucky, 
plaintiff purchased from a retailer, a sack 
of seed put out by the defendant, labeled 
as alfalfa. After it was sowed, it proved 
to be sweet clover. In a suit for damages 
based upon misrepresentation, without al- 
legation of scienter, a demurrer to the com- 
plaint was overruled, the opinion stating: 

“. . if a representation is false in fact 
and the maker is so circumstanced as that 
he should know the truth, other necessary 
elements being present, it becomes action- 
able in favor of one who had the right 
to rely on it and did so to his hurt.”® 


It may well be that future cases will 
develop a duty owing by the manufacturer 
to make his product actually conform to 
the advertising which creates a demand for 
its use.” 


6 Bohlen, article cited, footnote 62; Fidelity 
& Casualty Company of New York v. J. D. Pitt- 
man Tractor Company, 13 So. (2d) 669 (Ala., 
1943) contains an interesting statute. In Hart- 
leib v. General Motors Corporation, 35 Automo- 
bile Cases 526, 10 F. R. D. 380 (1950), a 1946 
General Motors truck was purchased by plain- 
tiff’s employer in 1949 from defendant's divi- 
sion. Shortly thereafter, the fly wheel shattered 
and parts came through the floor board striking 
Plaintiff. The complaint, sounding in negli- 
gence, also alleged a representation to plain- 
tiff's employer that the truck was in good 
condition. Motion to dismiss the complaint was 
denied. 


% Graham v. Watts & Son, 238 Ky. 96, 36 
S. W. (2d) 859 (1931). 

66 See the suggestion in Turner v. Edison 
Storage Battery Company, 248 N. Y. 73, 161 
N. E. 423 (1928). In Dobbin v. Pacific Coast 

(Continued on following page) 
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Insurance 


In the present climate of the law, many 
modern manufacturers have retreated from 
their former status as self-insurers. Prod- 
ucts liability insurance, cautiously and hes- 
itantly written shortly before the mid-twenties 
as the result of demands of manufacturers 
for coverage, has now become a major 
phase of insurance underwriting. Rates, 
ever under study, were reduced in 1947 
and again in 1950. The general compre- 
hensive liability policy is now in approxi- 
mately its tenth year. 

The term “products hazard,” apart from 
“completed operations” with which we are 
not presently concerned, is defined as “the 
handling or use of, the existence of any con- 
dition in or a warranty of goods or products 
manufactured, sold, handled or distributed 
by the named insured, other than equip- 
ment rented to or located for use of others 
but not sold, if the accident occurs after 
the insured has relinquished possession 
thereof to others and away from premises 
owned, rented or controlled by the insured.” 

There should be uniform interpretation of 
insurance contract provisions. In a federal 
case, the employees of a paper company 
negligently loaded a 500-pound roll of paper 
into a freight car. An employee of a truck- 
ing company was killed when it fell on him 
as he opened the freight car door. The 
judgment against the paper company was 
paid by plaintiff insurance carrier as a 
“products hazard.” It sought a summary 
judgment against defendant insurance com- 
pany on a reinsurance agreement. Defend- 
ant contended its coverage did not include 
the handling of the paper by plaintiff's as- 
sured; that the handling must be done by 
someone other that the assured; that there 
was no evidence the deceased ever han- 
dled the’roll. Judgment for plaintiff was 
affirmed, the liability involved being a 
“products hazard” within the coverage of 
the insurance and reinsurance agreement.® 

The business operations and the risk ex- 
posure must be carefully analyzed by the 
underwriter if proper recommendations are 
to be made to the manufacturer as to the 


coverage required.” One manufacturer may 
be engaged in making machines according 
to specifications, without regard as to 
whether they will perform the function in- 
tended by the supplier of the blueprints 
who will sell the machines to third persons 
to do a specific task. Another may make 
a product which is marketed through re- 
tailers who sell it without changing or in- 
troducing anything new. A third may ship 
the product to a retailer who must assemble 
it before resale. Again, in its distributive 
scheme, a manufacturer may engage in 
national advertising and enter into hold- 
harmless agreements with its retailers. Or, 
further, a manufacturer may buy a product 
from another who disclaims and requires 
a hold-harmless agreement. An employee 
of such vendee may be injured by the prod- 
uct and sue the vendor who, in turn, will 
serve a third-party complaint on the vendee. 
The vendee-manufacturer, protected only 
by workmen’s compensation insurance, may 
find itself without proper coverage. Basi- 
cally, manufacturers will want to know 
what it will cost to have al] claims against 
them investigated and defended and, if 
judgments result against them, such judg- 
ments paid. 

Care should be exercised by the under- 
writer in suggesting adequate coverage as 
to dmount. Recent decisions recognizing con- 
sortium as a basis of a wife’s cause of action 
for injuries to her husband by negligent 
third persons should not be overlooked.” 
An underinsured manufacturer may find itself 
in no better position than an uninsured 
manufacturer. 

Many problems arise when a single man- 
ufacturer has a general comprehensive lia- 
bility policy with one insurance company 
and its automobile coverage with another. 
For example, suppose a delivery man for a 
beverage bottler enters a retail store and 
brings up the sidewalk elevator without 
proper warning, whereby a pedestrian is 
injured. He intended to use the elevator 
in delivering the beverage. Which insur- 
ance company should defend the action? 
Or, again, assume the delivery man had 
stacked on the sidewalk all of the cases 





(Footnote 66 continued) 
Coal Company, 25 Wash, (2d) 190, 170 Pac. (2d) 
642 (1946) it was said: ‘‘No non-privity case 
has been cited to us in which an actual recovery 
has been had against a manufacturer on the 
ground of fraud, but we think there can be no 
doubt whatever that such a suit can be main- 
tained, provided the plaintiff can establish the 
essential elements of that species of tort.’’ 

®? General comprehensive liability form. 

® Employers Mutual Liability Insurance Com- 
pany v. Underwriters At Lloyds, 177 F. (2d) 
249 (CA-7, 1949). 
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* Consideration must be given to naming ad- 
ditional parties in interest to products liability 
coverage, as well as adding contractual lia- 
bility insurance and vendors liability coverage. 

% Hlitaffer v. Argonne Company, Inc., 18 Neg- 
ligence Cases 219, 183 F. (2d) 811 (CA of D. C., 
1950), cert. den. 340 U. S. 852 (1950), noted in 
2 Syracuse Law Review 373 and 3 Alabama 
Law Review 413; Passalacqua v. Draper, 104 
N. Y. S. (2d) 973 (S. Ct., Nassau Co., 1951). 
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to be delivered, then picked one up, only 
to have it slip from his hands and injure 
a pedestrian. Which coverage is involved? 
Similarly, assume the maker of a jack, in- 
sured in one company, sells several of its 
products to a motor company. A former 
employee of the motor company buys one 
of the jacks from the motor company for 
use in a garage which he operates. The jack 
collapses and the garage keeper is injured. 
He sues the motor company, alleging a 
negligent defect in the jack. Should the 
insurance carrier of the jack manufacturer 
accede to a request by the carrier of the 
motor company to take over and defend 
the action? 

Care should be exercised in explaining 
the coverage to the manufacturer. For ex- 
ample, does the obligation to defend termi- 
nate when judgments for the aggregate 
limits have been reached, or does it con- 
tinue on? Is money spent by the manufac- 
turer in recalling defective articles produced 
by them on an operational cost or is it 
a compensable item under their insurance? 
business property damage?™ 
Suppose a barber-shop proprietor is sold 
shaving cream which, when used on his 
customers, injures their skin. They do not 
sue the barber; neither do they return. Has 
the barber a cause of action against the 
manufacturer for loss of trade and, if so, 
has the manufacturer coverage? 


Is loss of 


Unlike automobile insurance, there is no 
assigned-risk plan in the products liability 


IT’S THE MASTER WHO PAYS 


Some unusual legal problems 
presented in a recent English case: 
Gregory v. Ford [1951] 1 All E. R. 121, 
noted in 67 Law Quarterly Review 288 
(July, 1951). The plaintiff, who was in- 
jured by a truck, sued the owners and 


were 


their servant, who had negligently driven 
the truck. The plaintiff recovered from 


both defendants. 


In third-party proceedings the driver 
claimed damages from his employers for 
having failed to insure him against the 
damages which he had to pay to the 
plaintiff. And the employers claimed an 
indemnity from the servant for the dam- 
ages they had to pay as the result of his 
negligent driving. 


"Cf. Mazetti v. Armour & Company, 75 Wash. 
622, 135 Pac. 633 (1913). 
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insurance field. Insurance companies are 
not required to insure manufacturers against 
loss resulting from use of their products, 
and manufacturers are not compelled to 
carry products liability insurance. Insur- 
ance, however, gives the manufacturer a 
chance to plan in advance of accidents and 
to include the premium cost in the price 
of the product. 


Conclusion 


In preparing a discussion on the subject 
of a manufacturer’s liability for harm done 
by a product, one is interested not only in 
the many cases which he finds, but also in 
the many probable cases expected to be 
found but which do not appear in the re- 
ports. For example, with 40 million cars 
on the highway, meaning a minimum of 
160 million tires, one might reasonably ex- 
pect to find many cases involving tires. 
Such not being true, the day-to-day prac- 
tices of insurance companies in evaluating 
and handling claims, as well as the many 
unreported decisions in trial courts which 
are accepted as final, should not be over- 
looked. It may well be that insurance 
company thinking is ahead of appellate 
court thinking. With practically 30 years of 
experience in developing and administering 
product liability coverage, insurance com- 
pany thinking of today may well set the 
pattern for tomorrow’s law. [The End] 


After pointing out that Section 35 (1) 
of the 1930 Road Traffic Act’s require- 
ment that the employers should carry 
insurance for the benefit of third persons 
gave rise to no duty of the employers to 
their own servant in this respect, Byrne, J., 
said “there must be an implied term 
in the contract of service that the servant 
shall not be required to do an unlawful 
act” such as driving an uninsured vehi- 
cle. The servant was, therefore, en- 
titled to recover from his employers any 
damages and costs which he might be 
required to pay the plaintiff. 

Further, the employers could not have 
indemnity against the servant because 
their loss was the result of the breach of 
their statutory duty to insure the 
vehicle. 





Appraisal of New York Disability 


Benefits After One Year 


This topic was discussed by Messrs. Zorn, Yates and 
Waltner before the Committee on Compulsory Non- 


Occupational Disability Benefits, Section of Insurance 
Law, American Bar Association, on September 18, 1951. 


The following remarks opened the panel discussion 


FROM THE STANDPOINT 
OF COVERED EMPLOYEES 


By Burton A. Zorn 


Mr. Zorn is a member of Proskauer, Rose, 
Goetz & Mendelsohn, New York City. 


TMHE New York disability law celebrated 

its first anniversary of actual operation 
on July 1, 1951. Although a year’s time is 
hardly ample to gain a complete perspec- 
tive of the law’s effectiveness, nevertheless 
the first year’s experience gives every in- 
dication that New York has not only 
embarked on a successful program of non- 
occupational disability benefits, but has done 
so by using the resources of private enter- 
prise rather than government monopoly. Ia 
short, the operation of the New York disa- 
bility law is demonstrating that freedom 
and security are complementary and not 
contradictory conceptions. 


At the time of the law’s enactment in 
1949, there were many, of course, who believed 
that our free private enterprise system 
would and could get its full measure of 
social responsibility. There were others, 
however, who felt that social security could 
be achieved only by government monopoly 
at a sacrifice of our traditional freedom and 
flexibility of action. It should be remem- 
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bered that the New York disability Jaw 
sharply varies from the laws in Rhode Is- 
land, California and New Jersey (the only 
other states presently having nonoccupa- 
tional disability statutes) in that New York 
rejected the concept of government mon- 
opoly in providing benefits in favor of 
insurance coverage either through an ap- 
proved insurance company or the state in- 
surance fund. 

Thus, instead of straight-jacketing its 
disability benefits program in one govern- 
mental mould, New York wisely permitted 
employers and unions to shape their own 
disability benefits program so long as the 
over-all program was “at least as favor- 
able” as the statutory scheme. The re- 
sults of this policy of flexibility have been 
extremely fortunate for the employees whose 
protection is the very purpose of the law. 


In my own experience, since the law's 
enactment I have encountered many sit- 
uations where employers have agreed to 
assume employee disability contributions 
Thus, collective bargaining contracts fre- 
quently contain a provision such as the 
following which appears in a recently ne- 
gotiated contract covering approximately 
25,000 employees in New York City: 


The Employer agrees to cover the em- 
ployees under the present New York State 
Disability Benefits Law on a non-contrib- 
utory basis. 


Often a disability benefits program for 
employees becomes a focal point for estab- 
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lishing a full-blown welfare program 
including hospitalization, surgical and life 
insurance benefits. In a recent collective 
bargaining contract covering employees of 
one of New York City’s largest industries, the 
following was provided: 


“Upon the payment by the Employer of 
the sum hereinabove provided for the pur- 
pose of financing a plan, not contrary to 
law, the welfare will provide all the em- 
ployees in the collective bargaining unit 
covered by this Agreement with sick ben- 
efits, medical benefits, surgical benefits, hos- 
pitalization benefits, death benefits, accident 
henefits, and such other benefits as the Plan 
may afford as set forth in the Plan. 

It is intended that the provisions of the 
Plan will meet the requirements of all applic- 
able laws and will meet the Employer’s 
obligation under the New York State Dis- 
ability Benefits Law. To the extent that 
the Plan may not comply with applicable 
laws and the requirements of the New York 
State Disability Benefits Law, the Union 
warrants and represents that the Plan will 
be amended, modified and made to conform 
to all such laws without further cost to the 
Employer. In the event that the Plan is 


not approved by the State of New York as 
being in full compliance with the Disability 
3enefits Law and the Employer is required 


to incur additional expense to effect com- 
pliance; the Plan will reimburse the Em- 
ployer for such expense or the Employer 
may deduct the amount of such expense 
from a subsequent payment to the Plan. 
The Union further warrants that it will 
reimburse the Employer for any additional 
administrative expense which may be im- 
posed upon said Employer under the pro- 
visions of the New York State Disability 
Benefits Law.” 


It should be pointed out that there is 
no longer any question that welfare benefits 
such as nonoccupational disability benefits 
are matters subject to collective bargaining. 
The National Labor Relations Board and 
the courts have made it abundantly clear 
that there is a duty under the National 
Labor Relations Act, as amended, to bar- 
gain collectively with respect to disability 
plans. The Court of Appeals for the First 
Circuit, in Cross & Company v. NLRB, 
16 Lazpor CAses {[ 65,157 (1949), said: 


“~.  . we think it can safely be 
said that the word ‘wages’ in §9(a) of the 
Act embraces within its meaning direct and 
immediate economic benefits flowing from 
the employment relationship. And this is 
as far as we need to go, for so construed 
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the word covers a group insurance program 
for the reason that such a program provides 
a financial cushion in the event of illness 
or injury arising outside the scope of em- 
ployment at less cost than such a cushion 
could be obtained through contracts of in- 
surance negotiated individually.” 


The best evidence I have of the beneficial 
effect on employees of New York’s flexible 
policy of dealing with disability insurance 
is found in the first year’s experience of the 
Workmen’s Compensation Board which is 
charged with administering the disability 
program. Over $40 million were actually 
paid out to employees for nonoccupational 
disabilities. Approximately two thirds of 
the employees in covered employment, 
2,742,407 to be exact, are now subject to 
private plan benefits which differ from stat- 
utory benefits. 


It is most significant that for a vast 
majority of employees plan benefits greatly 
exceed the statutory requirements. Thus, 
the average weekly benefits under plans was 
close to $33 per week as distinguished from 
the statutory maximum benefit figure of $26. 
The average of all benefits paid, plan and 
statutory, approximates $30. Moreover, 
many plans call for a shorter waiting period 
and most plans call for a substantially 
longer period during which benefits are 
paid than the statute provides. 


As important to the employee as his right 
to benefits is the promptness and ease with 
which he receives his benefits. In this re- 
spect, it is highly indicative that only a 
handful of disputed claims has reached the 
Workmen’s Compensation Board. Efficiency 
in administering the nonoccupational dis- 
ability law is largely attributable to the 
wisdom of the New York statute in assign- 
ing its administration to the Workmen’s 
Compensation Board, an agency of 36 years’ 
experience in administering disability pay- 
ments, rather than tieing administration to 
the less related unemployment insurance 
agency as was done in Rhode Island, Cali- 
fornia and New Jersey. 


It should also be remembered that the 
unorganized employee and the employee who 
works for the small business employer have 
benefited greatly under the New York 
disability act. Over two million of such em- 
ployees who had no sickness insurance pro- 
tection before the effective date of the act 
now have income to tide them over the 
period of disability. Previous to the act 
the New York insurance law prevented 
insurance companies from writing any group 
accident or health insurance for groups of 
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less than 25 individuals. Reports filed with 
the Workmen’s Compensation Board under 
the Disability Act of 1950 show that 119,466 
employers employing 25 or fewer employees 
now fall within the disability insurance pro- 
gram. In short, this means that millions 
of New York workers for the first time 
have gained insurance protection during non- 
occupational illness. The success of the 
New York disability benefits law and the 
desirability of its flexible approach to the 
problem of nonoccupational illness was well 
expressed by Miss Mary Donlon, Chairman 
of the New York State Workmen’s Com- 
pensation Board, upon the first anniversary 
of the statute’s operation. At that time 
Miss Donlon declared: 


“As I have said before, and I confidently 
expect to be able to say it again and again, 
our experience here in New York State 
during the first year under our new Disabil- 
ity Benefits Law has been a heartening con- 
firmation of the genius and strength of the 
private enterprise system and its ability to 
meet new social needs as they arise. The 
wide variety of benefits available under Plans, 
worked out voluntarily by employers or in 
negotiation with representatives of their em- 
ployees, indicates clearly that what employ- 
ers and employees in New York State want 
is the flexible kind of insured benefit program 
represented by the new State Disability Ben- 
efits Law, rather than the type of program 
found elsewhere that is rigid in terms of 
benefits provided and exacts taxes for the 
purpose collected by the State.” [The End] 


FROM THE STANDPOINT 
OF INSURANCE COMPANIES 


By H. Powell Yates 


Mr. Yates is assistant general counsel, Metro- 
politan Life Insurance Company, New York. 


TMHE disability benefits law of the State 

of New York became fully operative 
on July 1, 1950. Many of us wondered how 
it would actually work out in practice. 
Would the administration of insurance un- 
der it be as simple and efficient as our 
previous experience under group accident 
and health insurance, or would complica- 
tions develop? On the whole, my appraisal 
is that the former is true—it has worked 
out very satisfactorily. 
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An example of the way things have worked 
out is the “existing plan” situation. The 
law permitted continuance of existing vol- 
untary plans. An existing plan is one which 
was in existence on April 13, 1949, and 
which was still in existence on July 1, 1950, 
Existing plans were divided into two classi- 
fications: The type known as an “existing 
obligated” plan is one in which the employer 
is obligated, by agreement or by the terms 
of the plan, not to discontinue the provisions 
of the plan or his contribution toward its 
cost during some period of time after July 
1, 1950. Any other existing plan was gen- 
erally referred to as “existing-nonobligated.” 
The benefits under such nonobligated plans, 
as well as under new plans, must be at least 
as favorable as the benefits provided by law. 


Some of the questions which naturally 
arose were: (1) How much deviation would 
be permitted from the statutory pattern? 
(2) What type of benefits would be per- 
mitted, that is, would credit be given for 
life insurance, hospital, surgical, etc., and 
also for insurance on dependents, etc.? (3) 
How were the benefits to be evaluated? As 
it worked out, certain minimum require- 
ments were established which provided that 
the weekly cash benefit is the core of the 
plan. Such benefits are to be of a value 
equal to at least 60 per cent of the statu- 
tory disability benefits, and, also, deviations 
from the statutory benefit formula are to 
be within a prescribed range. It was de- 
cided to give credit only for employee dis- 
ability benefits; this ruled out life insurance, 
since it is not a disability benefit, and de- 
pendent benefits, since they are not em- 
ployee benefits, per se—both of which seem 
reasonable to me. The evaluation question was 
resolved by the adoption of certain rules and 
evaluation tables which reflect the actuarial re- 
lationship between different types and amounts 
of benefits. The entire procedure has proved 
to be quite workable and the results quite 
satisfactory. 


Since it was estimated that approximately 
50 per cent of eligible employees of the 
State of New York were covered under 
plans which in most instances were beyond 
the requirements of the law, it is indeed 
quite fortunate that the foregoing procedure 
has worked out very well. Generally, both 
the employees and the employers were anx- 
ious to preserve the benefits accorded them 
under the existing plans, with little, if any, 
modification. 


However, it must be borne in mind that 
in order to qualify under the law certain 
modifications were required in all of the 
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accident and health contracts which we had 
in farce covering New York employees. This 
was accomplished by use of a simple stand- 
ard policy amendment which provided, in 
brief, that the benefits payable thereunder 
would be subject to the provisions of the 
New York law and that the insurance com- 
pany would be liable, on behalf of the em- 
ployer, for the special assessments to be 
levied by the state for the expenses of ad- 
ministration and for the replenishment of 
the fund covering those persons who be- 
come disabled while unemployed. It also 
provides benefits, to an extent not previously 
covered, for employees who become disabled 
during the first four weeks of unemployment. 

The extra liability which was assumed 
by the insurance companies as a result of 
these changes was reflected in increased 
cost to the employer, since an extra premium 
was required. The modification of all our 
existing contracts involved a considerable 
amount of work both on our part and on 
the part of the employer. It was also 
necessary for the employer to provide bene- 
fits for employees formerly excluded from 
eligibility, generally because they were part- 
time or short-service employees. 

One effect of the disability benefits law is 
that small employers, who heretofore had 
not been eligible for group insurance because 
of having fewer than 25 employees, were 
required to purchase insurance. The mar- 
keting of insurance on such small groups 
of employees required the development of 
new techniques. As you probably well real- 
ize, certain things which are quite feasible 
and practicable with regard to an employer 
who has 100 employees would not work 
out at all with regard to an employer with 
10 employees. When the law was being 
considered, there was a great deal of con- 
cern that the small employers would not 
receive adequate service. It has actually 
worked out that the competition with regard 
to the small groups has been as keen. 


Certain provisions of the New York law 
which we think have considerable merit are 
those that are concerned with the nondupli- 


cation of benefits. It is a sound insurance 
principle that an employee should not be 
entitled to more than one benefit for the 
same type of loss. This should be especially 
true of the three types of insurance with 
regard to which New York State has seen 
fit to enact legislation, namely, workmen’s 
compensation, unemployment insurance and 
disability benefits. Any dispute as to which 
of the benefits the employee should get 
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should not be an occasion for the employee's 
not receiving the benefits to which he is 
entitled. 


There are, of course, cases where the 
cause of disability is subject to doubt, and 
this situation was recognized in the law in 
subdivision 2 of Section 206. The law pro- 
vides that in the event a workmen’s com- 
pensation claim is controverted on the 
ground that the employee’s disability was 
not caused by an accident that arose out of 
and in the course of his employment or by 
an occupational disease, the employee shall 
be entitled to receive disability benefits. 
The disability benefits carrier may file a 
lien against any workmen’s compensation 
benefit subsequently provided for the same 
disability. In such cases all parties con- 
cerned generally recognize that the employee 
is disabled; the problem was to devise a 
simple and efficient method of carrying out 
the law. 


HE procedure devised was, briefly, as 

follows: (1) The compensation carrier 
sends a notice of the controversy to the dis- 
ability benefits carrier; if the compensation 
carrier has a doctor’s report in its file, it for- 
wards that also, the responsibility resting with 
the compensation carrier to obtain the name of 
the disability benefits carrier. (2) The dis- 
ability benefits carrier obtains the additional 
information required to pay the claim and 
pays promptly. In general, if a doctor’s 
report is available, no additional information 
is required of the employee to commence 
payment of benefits. The additional informa- 
tion required, such as wage history, etc., is ob- 
tained from the employer. The DBL car- 
rier may require any additional information 
it needs for the continuance of payment of 
the claim. This procedure seems to me to 
meet the situation quite well. I think it 
very desirable not to require an additional 
doctor’s report, completing of another claim 
form, etc., by an employee whom everyone 
recognizes as disabled just because the par- 
ties involved disagree as to the cause of the 
disability. 


The filing by or on behalf of an employer, 
with the chairman, of evidence of compli- 
ance with the law has actually worked out 
very well. Provision was made, by the 
adoption of certain simplified forms, for the 
insurance company to relieve the employers 
of many of the details in the filing. The 
insurance company merely files on behalf of 
the employer a certificate of insurance which 
tells the chairman that the employer’s com- 
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pliance is insured with that insurance com- 
pany on a policy form previously approved 
by the chairman. The insurance company 
includes in such certificate the details of 
the employer’s plan so that the chairman 
may know at all times the benefits being 
provided for the employee. In such a case 
no formal acceptance of the employer’s plan 
is given to the employer. In the case of the 
Metropolitan Life Insurance Company, we 
do send to the employer a copy of the 
certificate of insurance as filed with the 
chairman. In cases where the employer's 
plan is an existing-obligated plan, it is nec- 
essary for the employer himself to file an 
employer’s application for the acceptance 
of his plan, in which case the chairman 
sends a formal notice of acceptance of the 
plan. This is also true in the case of an 
employer who discharges his obligation 
through a trustee, association of employers 
or employees, or a union. 


One other item about which there was 
considerable discussion, both at the time of 
the adoption of the law and since, is the 
subject of employee contributions. The stat- 
utory rate is one half of 1 per cent up to a 
maximum of 30 cents per week. As long 
as the contribution does not exceed this 
amount, no consent of the employee is re- 
quired. The rules do permit contributions 
in excess of the statutory amount when 
employees are entitled to benefits in excess 
of statutory benefits, provided such con- 
tributions have been agreed to by the em- 
ployees, and provided the contribution is 
reasonably related to the value of the bene- 
fits. One form of agreement is to have the 
employee sign a regular group insurance 
enrollment card with authorization to de- 
duct from the emplovee’s pay the required 
contribution. 


HE chairman released last May a set of 

tables which set up certain standards of 
reasonable relationship of contributions and 
henefits. In considering the contribution 
question, an employer must keep in mind 
the ruling of the Internal Revenue Bureau 
which provided in brief that contributions 
required of employees under the Disability 
Benefits Law which are assumed and paid 
by employers are includible in the gross in- 
come of the employees and are subject to 
withholding of income tax at the source. 
The bulletin refers to the contributions re- 
quired under the law and its full meaning 
is not clear. I understand that an attempt 
is being made to have the ruling clarified. 


810 


One complication which we thought might 
arise was in the administration of claims. 
This was worked out by the development 
of a standard claim form which, when com- 
pleted properly, contains all the information 
desired from the employee and his physician. 
The insurance company obtains any addi- 
tional data which may be required from the 
employer. This procedure has resulted in 
the prompt and _ satisfactory payment of 
claims and we are very pleased with the 
results. The law does provide, however, 
that in the event any emplovee is not satis- 
fied with regard to his claim for benefits, 
an appeal may be made to the Workmen's 
Compensation Board. We are very pleased 
that the number of such appeals has been 
negligible. That th's is the case is indicated 
by the fact that while Metropolitan insured 
almost a half million covered employees, it 
had only seven cases which proceeded to a 
hearing before a referee of the Workmen's 
Compensation Board. 


ERHAPS I may digress for a moment to 

tell you the nature of these seven cases. 
Four involved disability which originated 
prior to July 1, 1950, the effective date of 
the law. These were clearly excluded by the 
terms of the act. One was a claim due to 
pregnancy, an excluded risk. The remain- 
ing two cases arose from disabilities which 
commenced more than four weeks after the 
termination of employment with a covered 
employer. These latter cases were com- 
pensable, but by the special disability fund 
rather than by the disability benefit carrier. 


Metropolitan has been underwriting acci- 
dent and health insurance providing weekly 
cash benefits for over 30 years. The prob- 
lems which arise in connection with the 
disability benefits law are very similar to 
the problems which have arisen over the 
vears in the development of employee bene- 
fit plans. In a state which does have cash 
sickness legislation, it is necessary to keep 
in mind all the sound insurance principles 
with regard to the schedule of benefits, the 
proportion of the cost which the employee 
is to bear, and integration with other bene- 
fits available. In our judgment the New 
York law is distinctly preferable to its pred- 
ecessors in Rhode Island, California and 
New Jersey. We feel that invaluable ex- 
perience has been accumulated and that if 
similar legislation is to be considered in 
other states, it would be very advisable to 


review the New York results. [The End] 
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FROM THE STANDPOINT 
OF THE EMPLOYERS 


By Harry G. Waltner, Jr. 


The author is a member of the Missouri bar. 


TC EMPLOYERS of the State of 
New York have been participating in an 
experiment of far-reaching implications. The 
tremendous success of the New York dis- 
ability benefits law in its first year of oper- 
ation has proved the experiment very 
worthwhile for employers, employees and 
the people of that state. 


The desire of workers for more and varied 
off-the-job benefits has greatly increased in 
recent years and the degree of unnecessary 
and undesirable government participation 
in this field has also grown. For employers 
at least, this high degree of government 
participation has led to unnecessary expense, 
extreme irritation and frequent needless 
friction between individual employers and 
their workers. 

Experience gained in paying more than 
$40 million in benefits to workers during 
the first year of operation under the new 
disability benefits law demonstrates several 
important points. When a state is requiring 
for the first time that certain social insur- 
ance benefits be provided for workers, it is 
not necessary for the state to levy taxes 
and pay benefits through a large new ex- 
pensive bureaucracy. Those who have main- 
tained that efficiency in any compulsory 
social insurance program can be gained 
only through a monopolistic state operation 
must have had their doubts resolved in 
favor of private enterprise as a result of 
the New York experiment. Even more 
clearly, the successful operation of this 
law has refuted the claims of those who 
state that federal operation of such a pro- 
gram is the only answer in the public interest. 

The New York disability benefits law has 
operated simply, effectively, inexpensively and 
Without disrupting normal employment re- 
lationships. It has also operated well be- 
cause employers have been made responsible 
for actual administration of benefits and the 
government has been limited solely to setting 
minimum standards and resolving any dis- 
putes which might develop. 

That the principle of employer responsi- 
bility works out easily in practice has been 
overwhelmingly demonstrated by the infin- 
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itesimal number of disputes that have been 
referred to the governmental agency (in 
this case the Workmen’s Compensation 
Board) for adjudication. For each claim 
requiring government participation, over 800 
have been satisfactorily handled by employ- 
ers or insurance companies acting in their 
behalf. Even more significant is the fact 
that during the entire first year of operation 
the board itself was required to issue formal 
decisions in only 11 cases. 


A more important feature of the new law 
is its flexibility: it does not set a single 
rigid standard of benefits for all employees 
in the state. This flexibility has made it 
possible for employers to build upon prior 
experience in meeting the requirements of 
law through continuing existing plans or 
providing benefits tailor-made to meet their 
needs or to conform to long-established 
employment practices. For the first time 
under legislation of this type, employers 
were not required to disrupt their plans 
and organizations to conform to the rigidity 
of a prescribed government formula and 
method. 

More than 50,000 employers of nearly 
three million employees (two thirds of all 
covered employees at work on July 1, 1950), 
took advantage of the great flexibility of 
the new law to insure benefits to their 
employees under plans, old and new. Plans 
vary widely in such important provisions 
as the number of weeks for which benefits 
are payable, the waiting period, the amount 
of weekly cash benefits and the inclusion 
of hospital, medical or surgical benefits along 
with cash benefits. The great majority of 
plans provide benefits exceeding statutory 
requirements. The average weekly benefit 
paid under plans was approximately $33 as 
contrasted with the statutory requirement 
of $26 maximum. Thus, it is clear that 
where benefits for nonoccupational disabili- 
ties are provided under an efficient and 
business-like law, employers have found it 
practical and desirable to make liberal pro- 
visions for the benefit of their employees. 

Claim experience under the new law has 
proved much better than expected. The 
state insurance fund substantially reduced 
premium rates on disability benefits insur- 
ance, effective July 1, 1951, and announced 
that policyholders would participate in divi- 
dends for the period ending July 1, 1951. 
Many other carriers had already effected 
downward revisions at that time and others 
were considering similar actions. 

This move on the part of the state insur- 
ance fund is of particular significance in 
analyzing certain arguments made by the 
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supporters of the monopolistic state fund 
disability benefit program. Spokesmen ad- 
vocating the monopolistic state-fund type 
of law have contended that there must be 
but a single insurance fund—the state in- 
surance fund—for insuring social benefits, 
for, if private insurance carriers and self- 
insurance are permitted to compete, only 
poor-risk, high-cost groups will be insured 
in the state fund—the “profit-making” in- 
surance companies taking the “cream” of 
the business. This reduction in premium 
rates by the state insurance fund clearly 


imately 97 per cent of the legally required 
benefits under the New York law) at rea- 
sonable cost, has been clearly demonstrated. 


The hazard of off-the-job sickness and 
accident has been met in a way that can 
improve employer-employee relationships by 
providing benefits as an incident to the 
normal employment relationship. While 
providing such benefits, New York employ- 
ers have established that direct government 
participation is not a prerequisite to the 
payment of large sums in benefits under 
social insurance programs, nor is such gov- 


proves the error of such contentions. 
ther, the ability of private enterprise to 
provide the required wide coverage (approx- 
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GOOD CAUSE FOR REFUSING WORK 


(A group of recent decisions on what constitutes good cause for refusing work, as 
reported by CCH UNEMPLOYMENT INSURANCE REPORTS.) 


The Reason 


A stenographer refused a job involv- 
ing Saturday work because that 
was the day she did her house- 
work. 

After one day, a girl quit a job as a 
punch press machine operator be- 
cause the gadget frightened her. 


A miner complained about faulty 
equipment; when it was not re- 
placed, he walked out. 


A man who had spent nearly four 
years working up to jobs paying 
$1.25 an hour refused one at 75¢ 
an hour. 

A man who was on the wagon 
because drinking affected his eye- 
sight refused a job selling refresh- 
ments which included beer. 

A cook refused to work in a restau- 
rant where beer was served. 


An electrician refused to work on a 
60-foot tower in icy weather be- 
cause he said he had been hired 
for inside work. 

A waitress refused a job at a restau- 
rant because she said the customers 
didn’t tip generously enough. 


A river pilot licensed on the Ohio 
River refused a job on the Missis- 
sippi because he had no license 
for that river. 


A student at night school refused a 
job on a night shift. 





The Ruling 
No benefits. 


She had been injured previously at 
the same type of work, and had 
good cause for refusing. 

Since the other workers had good 
equipment as required by a rule 
of the employer, he had good cause. 

It’s a hairline decision, but since he 
was really looking for work, he 
got benefits. 


The management of the stand would 
have kept him from drinking too 
much. No benefits. 


Her “attitude may be commendable,” 
but it’s not good cause. 

There was no agreement limiting his 
work to inside jobs; he was dis- 
qualified for benefits. 


The wages were at the prevailing 
local rate. No benefits. 


He had refused with good cause and 
was entitled to benefits. 


Going to night. school is a matter} 


of personal preference. No benefits. 
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ernment participation required to effect pay- 
a manner satisfactory to 


both 
[The End] 


Ref. 
Ore. J 8078.29 


Mich. { 8316.11 


Ind. { 8184 


La. J 8071 


Wis. J 8205.11 


Ark. 8057.04 


Ta. J 8106.16 


Wis. ¥ 8205.12 


Ind. J 8183.19 


Md. { 8109.02 
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N EW YORK—Foreign freight forward- 
.\ ers procuring insurance for goods must 
have broker’s license.—Are persons, firms 
and corporations in the business of foreign 
freight forwarding who undertake to pro- 
cure insurance coverage for the shippers 
of goods as part of the service for which 
they are retained and paid, thereby acting 
in violation of Section 111 of the New York 
Insurance Law if they are not licensed as 
insurance brokers? The forwarders and the 
Insurance Commissioner disagreed on this 
question, so the problem was presented to 
the Attorney General for his opinion. 


The forwarders asserted that they did not 
come within the purview of Section 111 be- 
cause their practices included no receipt 
of compensation from an insurer. “Nothing 
in the statute,” said the Attorney General, 
“confines its requirement of a license to 
those compensated by insurers. It applies 
to those who receive ‘any’ compensation, 
other than regular salaried employees of the 
insured, who act in procuring insurance for 
others. The exception confirms that the re- 
striction is broad enough to be otherwise 
applicable even to salaried employees of the 
insured and Section 129 contemplates that 
brokers may be compensated by insureds by 
requiring an agreement in writing for such 
compensation other than commissions de- 
ductible from premiums. It is undisputed 
that foreign freight forwarders do make a 
charge, either separately or included in their 
fees for the services rendered by them in 
effectuating insurance coverage for a shipper 
on his goods.” 


The forwarders said they do not “solicit, 
negotiate or procure” insurance within the 
meaning of the statute. “But it is not denied,” 
said the Attorney General, “that a regular 
part of the service, which forwarders hold 
themselves out to perform in the course 
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of their business, is to procure insurance 
coverage when so instructed. It is claimed 
that this is done under an open policy by 
issuance of a certificate which is not itself 
a contract of insurance. However, the 
result is to bring into being coverage under 
the policy running directly to the shipper. 
It is also claimed that the forwarder has an 
insurable interest in the goods to protect 
his lien for charges and advances. Assuming 
that this is so for present purposes, there 
is still a great gap between insuring that 
interest on the forwarder’s own account and, 
as part of a business service, effectuating 
coverage for the owner of the goods, particu- 
larly where payment of a loss thereon to 
the shipper would not necessarily discharge 
any liability of the forwarder to him.” 

The forwarders also placed reliance upon 
the provisions of Section 128 of the Insur- 
ance Law, which prohibit an insurance 
broker “or other person” not having a bona 
fide interest from applying for marine insur- 
ance except by authority of a person having 
such an interest. ‘The use of the phrase 
‘or other person’,” said the chief legal officer, 
“in the inclusive prohibitory provision can 
hardly be turned into an exception from the 
requirements of Section 111 on the face of 
it. That there was no such intention is 
borne out by the fact that Section 128 derives 
from former Section 169 enacted by Laws 
of 1918, chapter 552. That same act amended 
former Section 143 (now Section 111) so 
as to eliminate the former exception of 
marine brokers and thereafter require them 
to be licensed. 


“T advise you... that the exception sought 
[the adoption of a policy respecting foreign 
freight forwarders different from that appli- 
cable to other persons] is not contained 
in the present statute and cannot be adminis- 
tratively interpolated.” —Opinion of the New 
York Attorney General, September 18, 1951. 
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Illinois Approves 10 Per Cent 
Deviation for North America 


Director of Insurance J. Edward Day last 
month approved a 10 per cent downward 
deviation from the fire and extended cover- 
age rates promulgated by the Cook County 
Inspection Bureau for Cook County, Illinois, 
upon a petition of the Insurance Company 
of North America and the Philadelphia Fire 
and Marine Insurance Company. The new 
rates apply to the classes of Churches, Pub- 
lic Buildings, Residential, Mercantile Build- 
ings, Education, Farms, Hotels, Garages, 
Theatres, and Sprinklered Risks, Non- 
Manufacturing. 


The new deviation of 10 per cent is an 
increase over the prior downward deviation 
of 15 per cent, but it is enlarged to include 
extended coverage as well as fire rates. It 
drops the three classes of Mercantile Stocks, 
Warehouses and Food, and Food Products 
Manufacturing while adding the two classes 
of Farm and Hotel. The Bureau did not 
object to the prior deviation, but in contest- 
ing this one it was joined by the Chicago 
Board of Underwriters and the Illinois As- 
sociation of Insurance Agents. 


Director Day emphasized that his posi- 
tion was that of arbitrator and judge in the 
public interest. He said: ‘“Rate-making, 
whether in its initial stage or in connection 
with an application to deviate, is not an 
exact science. No magic formula exists to 
determine in advance with precise accuracy 
whether a rate will in fact do all that its 
proponents claim.” The general standards 
to be observed, he continued, were that 
premiums should not be excessive, inade- 
quate, or unfairly discriminatory, and the 
several principles relating to actuarial and 
accounting norms set forth in Section 474 
of the Illinois Insurance Code. 
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North America asserted that the going 
scale of commissions paid agents in Cook 
County, as to the classes involved, is an 
average of 35 per cent for the Bureau and 
25 per cent for itself, and that this differ- 
ence in agency acquisition costs was the 
sole basis of the deviation. 


Among other things, the Bureau con- 
tended that the proposed rates were un- 
fairly discriminatory. 

Day said: “An unfairly discriminatory 
rate is one charged by a company which 
produces an inequitable and unjust rate be- 
tween members of the same class. If, for 
example, in the proposed deviated class of 
hotels, Petitioners [North America] de- 
sired to reduce rates 10% for one hotel 
within this class, and not for a_ similar 
hotel, then that would be an unfairly dis- 
criminatory rate. We fail to see the 
relevancy of this argument in this proceed- 
ing, when it is admitted that all members 
of the deviated class will be charged the 
same rate.... 


“In view of the legislative admonition 
contained in Section 472 [of the Insurance 
Code] that our rating laws are not intended 
to stifle reasonable competition, these laws 
should not be so interpreted as to per- 
petuate rate uniformity. Fire insurance 
companies are under some pressure to 
affiliate with rating bureaus because of 
such considerations as inspection services 
and analytical tables thus made available. 
However, the deviation provisions of the 
law must be construed where possible so 
that this affiliation does not foreclose com- 
petition. The best interests of the fire in- 
surance industry and of the public indicate 
that where possible traditionalism should 
give way to competition. ... 


“Here it appears that petitioners are 
financially sound, that the public will bene- 
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fit by reduced fire rates, that the new rate 
is not a short term weapon for improper 
competition, that the rate is not excessive, 
inadequate or unfairly discriminatory and 
that Petitioners have a sound legal basis 
upon which to base their deviations.” 


The deviation will be effective until Sep- 
tember 11, 1952. 


Kansas Adopts 
NAIC Recommendations 
on A & H Policy Filings 


Frank Sullivan, Insurance Commissioner 
of Kansas, announced last month that the 
Kansas Department was adopting the recom- 
mendations of the Accident and Health 
Committee of the National Association of 
Insurance Commissioners, as adopted at 
the Swampscott meeting, in regard to the 
filing of Accident and Health policies. 


Companies will be permitted to submit 
for approval either type of policy, the old 
or the new. However, once a company 
elects to submit under the new Uniform 
Standard Provisions Law, they may not 
revert to submitting policies under the old 
law. The policies already approved prior 
to the effective date of the Uniform Act 
are satisfactory for use in Kansas for the 
next five years, Sullivan said. 


The Kansas Department will require that 
companies follow the third edition of the 
Official Guide insofar as it is applicable and 
does not conflict with the new law, and to 
use the policy provisions in the order and 
wording in which they appear in the Kansas 
Law unless the cover letter calls attention 
to any variance and sets out a full explana- 
tion of the proposed changes and gives 
adequate reasons for them. Any unusual 
features of the policy will require an ex- 
planation which should be made in the letter 
of transmittal which must also state the 
law under which the particular forms are 
being submitted. 


Unclosed Binders 
Constitute Illegal Free Insurance 


Commissioner Artemas C. Leslie of 
Pennsylvania said last month that his De- 
partment is receiving complaints concern- 
ing a practice allegedly prevalent in many 
sections of Pennsylvania. Under that prac- 
tice agents issue fire insurance binders as 
of the date when negotiations are com- 
menced for the sale of or a loan upon real 
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estate, regardless of any other insurance 
which may be in effect at the time. Such 
binders continue in force until the sale or 
loan transaction has been completed. How- 
ever, he continued, when the fire insurance 
policies are issued, they are written to be- 
come effective on the date when the new 
owner takes possession, or the loan trans- 
action is completed, rather than from the 
date of the binder, thus giving free insur- 
ance from the date of the issuance of the 
binder to the date of issuance of the policy. 


“This practice,” said Leslie, “is contrary 
to the Pennsylvania statutes prohibiting re- 
bates and unfair discrimination, and must 
cease immediately. Hereafter, should any 
cases of this nature be called to our atten- 
tion, hearings will be held and appropriate 
action taken to impose statutory penalties 
on both the companies and the agents 
found to be involved.” 


Maloney Rejects 
Bureau's Schedule Rating Proposals 


California Insurance Commissioner John 
R. Maloney has denied the application of 
the California Inspection Rating Bureau to 
eliminate the Industrial Compensation Rat- 
ing Schedule and has recommended further 
study and analysis of the Schedule. 


The Schedule, often referred to as the 
“Schedule Rating System” or “Schedule 
Rating Plan,” applies generally to Work- 
men’s Compensation insurance on manufac- 
turing risks and provides for premium 
credits or debits to be given to eligible 
manufacturing risks according to the degree 
to which such risks meet the standards of 
the Plan with respect to: (a) guarding 
elevators, transmissions, driving mechan- 
isms, moving parts and points of operation; 
(b) the maintenance of a safety organiza- 
tion which qualifies under the standards of 
the Plan; and (c) the maintenance of first- 
aid stations, hospitals and nurses within 
the plant. 


The Plan was first approved by the In- 
surance Commissioner in 1924 and was 


amended in 1946. 


The California Inspection Rating Bureau 
applied for the elimination of all of the 
provisions of the Plan except those having 
to do with the plan of rating chemical and 
dye stuff manufacturing risks and the pneu- 
monoconiosis rules, rates and rating plan. 
Among the Rating Bureau’s several conten- 
tions was that the standards of the Plan 
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are arbitrary and outmoded—entire new 
industries being without coverage—and that 
the Plan has been abandoned by all states 
other than California. 

Commissioner Maloney received a total 
of 667 letters from assureds, organizations, 
associations, safety engineers and insurers 
urging the denial of the Inspection Rating 
Bureau’s application, and 17 letters urging 
the granting of that application. A number 
of such persons appeared at the hearings 
and expressed corresponding views. 

The hearings were conducted by Deputy 
Insurance Commissioner H, A. Benjamin, 
whose proposed partial decision Maloney 
adopted. Benjamin denied the bureau’s pro- 
posal, stating in part: 

“The Schedule Rating Plan contains de- 
fects which require amendment of the Plan 
if it is adequately to serve its basic pur- 
poses under modern conditions. This is 
particularly true of the provisions relative 
to machine guards.... 

“Tt is recommended that the Bureau con- 
duct a further study and analysis of the 
Schedule Rating Plan for the purpose of 
determining whether the defects therein, or 
any of them, can be cured by amendment, 
and whether it would be practicable and 
desirable to extend the Plan to cover vari- 
ous industrial procedures not now covered 
and/or to broaden the Plan so as to make it 
applicable to code classifications not now 
considered to be manufacturing industries 
but which have risks with mechanical 
hazards. In the event the results of such 
a study indicate that the defects of the 
Plan are such as not to be curable by 
amendment, further application for elimina- 
tion of the Plan supported by a showing of 
the details of such study may of course be 
made. In connection with this analysis the 
Bureau might well avail itself of the offer 
of the group headed by the California 
Manufacturers’ Association or any other 
group making a similar offer, to assist 
financially or otherwise in the making of 
the study above referred to.” 


New Workmen's Compensation 
Rates in California 


An extensive schedule of new premium 
rates, classifications and rules for workmen’s 
compensation insurance has been approved 
by Commissioner Maloney and became effec- 
tive October 1. 

The changes are the result of hearings 
on proposals of the California Inspection 


816 


Rating Bureau. The bureau proposals in- 
cluded two elements which had not previ- 
ously been considered in the establishment 
of California workmen’s compensation pre- 
mium rates, namely, the inclusion of a 
correction factor for off-balance of the 
Schedule Rating Plan, and the proposed 
adoption of an expense constant. Both of 
these elements aroused considerable inter- 
est, discussion and argument. 


New York Examines Assignment 
of Marine Risks to Foreign Carriers 


The New York Insurance Department is 
planning to clarify the intent of Section 112, 
Subsection 2 (c) of the State Insurance 
Law with the view of curbing the practice 
of certain brokers who may be violating 
the law by placing certain marine risks in 
unauthorized carriers. 


Prior to taking an official stand on the 
matter, however, the Department will hold 
a hearing on Tuesday, October 23, to con- 
sider a proposed interpretation of Section 
112 (2) (c) of the Insurance Law. This 
section prohibits the placing of insurance 
with non-admitted carriers except in the 
situations outlined in such section and with- 
out the necessity of complying with Section 
122, which deals with the placing of excess 
lines. It is the Department’s position that 
certain producers have been placing too 
broad an interpretation on this section of 
the law. 


The hearing was scheduled by Superin- 
tendent Alfred J. Bohlinger after a number 
of brokers objected to the proposed inter- 
pretation, contending that the construction 
placed upon the language of Section 112 
(2) (c) by the Department is too narrow 
and limits the intent of the law. 


The proposed ruling, Superintendent 
Bohlinger explained, if issued, would re- 
quire producers to place insurance on 
yachts, pleasure crafts, fishing vessels, har- 
bor and other small crafts and port risks 
with companies licensed to do business in 
New York. At present much of this busi- 
ness is being placed in nonadmitted car- 
riers by producers who believe that these 
risks fall within the provisions of Section 
112 of the law. 


The Department believes that producers 
should be discouraged from placing the 
business in foreign carriers when American 
companies are providing a market. 
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Foreign Freight Forwarders 
Held Acting as Insurance Brokers 


Affirming a previous decision, Attorney 
General Nathaniel L. Goldstein of New 
York has ruled that foreign freight for- 
warders must have an insurance broker’s 
license if they procure insurance for shippers 
of goods as part of their service. A digest 
of the opinion appears at page 813. 


The opinion is the result of an extended 
investigation by the New York Insurance 
Department which had received a number 
of complaints of overcharging by freight 
forwarders not licensed as insurance bro- 
kers. The Department found that while the 
normal fee paid to brokers was generally 10 
per cent of the premium, some forwarders 
were charging shippers 300 to 400 per cent 
of the premium. 


Attorney General Goldstein’s ruling will 
affect approximately half of the forwarders 
in New York. Inasmuch as it will make all 
forwarders who charge for insurance sub- 
ject to the provisions of the law, the ruling 
may have the effect of compelling forward- 
ers to show the actual premium charge 
separate from the service charge. The rul- 
ing will also insure that there is some safe- 
guard on the competency and trustworthiness 
of those who place insurance for shippers. 


Detroit Public Adjusters 
Controversy Settled 
The recent controversy involving several 


Detroit public insurance adjusters and the 
Michigan Insurance Department has been 


amicably settled, according to William 
Goodman, president of the National Asso- 
ciation of Public Insurance Adjusters. 


The controversy arose out of alleged 
grossly unethical practices in the improper 
solicitation of fire loss claims and other 
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alleged evils. According to A. H. Neaman, 
Chairman of Public Relations for the asso- 
ciation, “it was determined that the consoli- 
dation of the several Public Insurance Adjust- 
ing firms in Detroit would eliminate the alleged 
improper solicitation of fire loss claims and 
other claimed evils. It was further con- 
cluded that the improper solicitation of fire 
loss claims could not be charged directly to 
all Public Insurance Adjusters since certain 
building contractors, acting in dual capac- 
ity, were responsible for the criticized 
methods of solicitation.” 


Double Parker Liable for Damages 


An automobilist who double parks his 
car is liable in damages for the discomfort 
and inconvenience caused to one who is 
thereby prevented from moving his own 
car which he had parked at the curb, ac- 
cording to an opinion rendered August 9 
by Justice Maurice Wahl of the Municipal 
Court of the City of New York. The case 
will undoubtedly arouse a sympathetic re- 
action from many a harassed motorist. 


A lawyer named Hans Harnik, accom- 
panied by his wife, parked his car on the 
east side of Park Avenue between Seventy- 
sixth and Seventy-seventh Street about 8 :40 
in the evening. At 9:30 Mr. and Mrs. 
Harnik returned to find their car bottled in 
by the car of Samuel R. Levine, who had 
double parked his car at the side of theirs. 
The Harniks could not leave until Levine 
returned, and by the time he did return they 
were plenty mad. They sued Levine for $25 
damages for the “discomfort and incon- 
venience” they suffered, and told the judge 
that the amount of damages was unimpor- 
tant—all they wanted was a judicial decla- 
ration of civil liability on the part of Levine. 


In a delightful opinion Justice Wahl lik- 
ened the position of Harnik et ux. to that 
of “embattled passengers of a transit com- 
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PERSONS AND EVENTS 

| 

The annual meeting of the National 

| Association of Independent Insurers will 
be held at the Edgewater Beach Hotel 
in Chicago on November 6 and 7, Among 
the featured speakers will be the Honor- 
able Frank Sullivan, president of the Na- 
tional Association of Insurance Commis- 
sioners and Insurance Commissioner of 
Kansas, and R. B. Baillie, Registrar of 
Motor Vehicles of the Province of Mani- 
toba, Canada, who will talk on how 
automobile insurance is handled in sev- 
eral of the Canadian provinces. 


The Valuation of Securities Sub-Com- 
mittee of the NAIC will meet in New 
York City at the New York State In- 
surance Department’s Hearing Room at 
61 Broadway on October 23-24 to con- 
sider principles and proposals regarding 
the valuation of assets and to discuss oil 
and gas production loans. 


A series of topical and regional meet- 
ings in addition to the annual meeting 
will be held by the Health and Accident 
Underwriters Conference this year, ac- 
cording to C. O. Pauley, managing di- 
rector. “A total of nine meetings have 
been scheduled which will be held in 
various sections of the country and will 
feature discussions and papers on every 
aspect of accident and health insurance,” 
he said. The 1952 meeting of the Con- 
ference is scheduled for Denver on May 
26-28 at the Cosmopolitan Hotel. 





Several well-known speakers will ad- 
dress the Twentieth Anniversary Con- 
vention of the National Association of 
Mutual Insurance Agents at the.Edge- 
water Beach Hotel in Chicago on Oc- 
tober 17-18-19. 


President Harold P. Jackson of the 
Bankers Indemnity Insurance Company, 
President R. E. McGinnis of the Central 
Surety and Insurance Corporation and 
General Manager J. Dewey Dorsett of 
the Association of Casualty and Surety 
Companies have been elected to the 
respective offices of president, vice presi- 
dent and treasurer of The International 


pany in our nation’s capital” who “recently 
became tired of listening to commercial 
radio broadcasts while traveling in public 
conveyances; the United States Court of 
Appeals for the District of Columbia did 
not hesitate to uphold the right of the pub- 
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Association of Casualty and Surety Un- 
derwriters for the coming year. 


Cecil P. Harvey has been appointed 
to the new position of Hearing Officer 
in the Pennsylvania Insurance Depart- 
ment. Earl R. Lollo has been appointed 
to fill Harvey’s former position of Policy 
Analyzer. 

R. J. Wetterlund, president and gen- 
eral counsel of the Washington National 
Insurance Company (Evanston), has been 
elected to the executive committee of the 
Life Insurers Conference. 


Walter N. Hiller, C. L. U., Penn 
Mutual, Chicago, was named chairman 
of the Million Dollar Round Table at 
its annual meeting at Coronado, Cali- 
fornia. He succeeds John O. Todd, 
C. L. U., Northwestern Mutual, Chicago, 
who continues on the executive committee. 


Author of the 1951 musical show pro- 
duction of the Mask and Wig Club of 
the University of Pennsylvania will be 
J. F. Follmann, Jr., general manager 
of the Bureau of Accident and Health 
Underwriters. Follmann has composed 
symphonic works, ballets and popular 
music, and enjoys a high reputation as 
a conductor of opera, ballet and mu- 
sical shows. 


Merrill C. Yost has been appointed 
education director of the Accident Pre- 
vention Department of the Association 
of Casualty and Surety Companies. He 
will conduct training institutes in many 
states for teachers of safety and will 
speak frequently on accident prevention 
and driver education subjects before in- 
surance, civic and educational groups. 


Ray Murphy, general counsel of the 
Association of Casualty and Surety Com- 
panies and past national commander of 
The American Legion, will present the 
Legion’s Distinguished Service Medal 
to General Charles P. Summerall at the 
Thirty-third National Convention of the 
Legion in Miami on October 17. Murphy 
is presently a member of the Legion’s 
national executive committee. 


lic to be free from bombardment of sound 
which could not be ignored. .. . If a ‘cap- 
tive audience’ has the right to complain of 
its plight and to pray for relief, so also may 
a ‘captive motorist’. The question pre 
sented is novel, but is important.” 
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Unreasonable interference with the right 
of a person to travel on the king’s highway 
was always considered a tort, the judge 
said. And even though his court didn’t have 
jurisdiction of an action for false imprison- 
ment, the plaintiffs were going to win any- 
way—this sort of thing the defendant was 
accused of was a blamed nuisance. 


“Indeed,” he concluded, “neither the 
king’s highway nor the public highway is 
to be used as a ‘stable yard’ for vehicles. 
The discomfort and inconvenience caused 
to the plaintiffs by the act of the defendant 
are valid grounds for recovery, and I hold 
that the complaint herein states a cause of 
action. The defendant’s motion for judg- 
ment on the pleadings is therefore denied.” 


There doesn’t seem to be any provision 
in the usual form of automobile policy that 
would cover Levine’s loss here. But if 
Harnik’s idea should catch on—Oh, Brother 
—what a market for new coverage there 
would be in these days of parking-spaceless 
motorists ! 


Legallet Case Continues Hazard 
in Business Life Insurance 


In opening a discussion on the problems 
of business insurance at the Million Dollar 
Round Table’s 1951 meeting at Coronado, 
California, Richard H. Forster, Los Angeles 
attorney, outlined a number of simplified 
conclusions. The worst danger in departing 
from the standard partnership buy and sell 
pattern is the Legallet problem, he said, 
thus referring to the case of Paul Legallet 
v. Commissioner of Internal Revenue, CCH 
Dec. 10,995, 41 BTA 294 (1940), in which 
the designation of the deceased partner’s 
widow, rather than the surviving partner, as 
the beneficiary of business life insurance 
resulted in a lower cost basis in the partner- 
ship assets, and therefore a higher income 
tax, to the surviving partner. 


“Assume that the AB partnership is a 
retail grocery and has only inventory,” Mr. 
Forster said. “If A dies and B cannot in- 
clude the life insurance proceeds in his cost 
basis, B will realize ordinary income as the 
inventory is sold. Assume that a can of 
beans costs the AB partnership eight cents. 
On B’s death, A would have a four cents 
cost basis and realize four cents more in- 
come on the sale than he would realize if 
he was able to include the insurance pro- 
ceeds in his cost basis. This means that 
upon the sale of all of the inventory the 
survivor would realize ordinary income to 
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the full extent of the difference between the 
life insurance proceeds and the premiums 
he had paid for the insurance. The Legal- 
let problem can possibly arise if the sur- 
vivor does not have actual receipt of the 
proceeds, if the survivor has not paid all the 
premiums, or if the survivor has not owned 
all incidents of ownership without limitation 
up to the death of the insured.” 


If there are more than two partners, the 
Legallet problem does not arise on the 
death of one, nor will it arise so long as 
any of the partners continue to do business 
as partners in the same partnership, Mr. 
Forster pointed out. However, it will arise 
on final dissolution of the partnership. This 
results from the growth of the entity theory 
in partnership income tax law. 


The use of settlement options is a depar- 
ture from the foolproof formula and may 
present the Legallet problem, problems with 
creditors and problems with pretermitted 
heirs. If settlement options are used, they 
should be used only under an arrangement 
whereby the survivor has the absolute and 
uncontrolled right to demand the lump-sum 
payment of proceeds if he chooses to do so. 
Most companies will issue policies adapta- 
ble to this situation, under the terms of 
which the survivor can demand the pro- 
ceeds for a period of one to two years 
after death, Mr. Forster said. If the sur- 
vivor fails to make the demand and has 
received credit for the proceeds on the 
purchase price of the deceased partner’s in- 
terest, the proceeds then become payable 
under the settlement options. 


The Legallet problem is less serious 
under a stock purchase and sale agreement. 
Since stock is a capital asset, the worst 
that can happen is that if and when the 
survivor disposes of his stock, he will have 
a capital gain. If he holds it six months or 
more, it will be a long-term capital gain. 
If he holds it until death, the gain will 
never be subjected to income tax. 


Because of renegotiation and possible fu- 
ture cancellation of war contracts, there 
should be considered in many cases a 
method of revaluation of the partnership 
interest at some time subsequent to death, 
Mr. Forster advised. “For example, the 
completion of the sale can be made subject 
to either party requesting at any time 
within a year a new appraisal as of the 
date of the request, using the same formula 
as that used as of the date of death.” 


Mr. Forster mentioned a number of other 
points, such as the desirability of having a 
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specific provision as to what happens to 
the share of the partnership income attrib- 
utable to the deceased partner’s partnership 
interest between the date of death and the 
carrying out of the agreement. In justify- 
ing the business purpose of a contract to 
have the corporation buy the stock of a 
stockholder at his death, Mr. Forster said 
if its stock gets into the wrong hands, the 
entire existence of the corporation can be 
affected. “Its business policy, its dividend 
policy, its trade secrets—all can be dis- 
rupted if the wrong person acquires its 
stock.” 


Survey of A & H Coverage 


Growing awareness on the part of the 
American public of the value and advan- 
tages of the many types of voluntary health 
insurance is reflected in the Health Insur- 
ance Council’s fourth annual edition of A 
Survey of Accident and Health Coverage in 
the United States. 


The report by the Council, which is made 
up of nine trade associations in the life and 
casualty insurance fields, indicates that at 
least half of the nation’s population at the 
end of last year was covered by one type 
or other of voluntary protection against the 
economic hazards of sickness and accident. 


Hospital expense protection, which covers 
the largest number of people, was extended 
to 76,961,000 persons at the close of 1950. 
This total was 17 per cent greater than the 
figure of 66,044,000 just a year before, and 
it represents an estimated increase of 65 
million persons since 1940. 


At the end of 1950, plans of the Blue 
Cross and medical societies provided pro- 
tection to 38,822,000 persons against hospi- 
tal expense. Insurance companies covered 
22,305,000 persons through group policies, 
while the total of individual insurance poli- 
cies and family dependents insured there- 
under was 17,682,000. Independent plans 
covered 3,619,000 people. The gross num- 
ber of people covered was 82,428,000. How- 
ever, after allowing for duplication of 
coverage, the net total of persons covered 
against hospital expense was 76,961,000. 


Great strides also were made in the sec- 
ond largest type of voluntary health cover- 
age—surgical expense protection. Protection 
against the expense of surgery was pro- 
vided to 54,477,000 persons at the 1950 
year-end. This was an increase of 32 per 
cent over the 41,143,000 individuals at the 
close of 1949. It compared with an esti- 
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mated ‘five million persons in 1940. During 
1950, the insurance companies gave cover- 
age to 21,219,000 persons through group 
policies with a total for individual policies 
of 14,104,000. Blue Cross-Blue Shield and 
medical societies covered 19,690,000 people 
against the expenses of surgical care. Some 
2,919,000 were covered by other organiza- 
tions. The gross total was 57,932,000 and the 
net 54,477,000 after allowing for duplication. 


As of December 31, 1950, coverage under 
all types of plans affording protection 
against medical expenses numbered 21,589,000 
persons, or an increase of 28 per cent over 
the 1949 number of 16,862,000 persons. 
Coverage in 1940 is estimated to have been less 
than three million. Blue Cross-Blue Shield 
and medical societies provided protection to 
11,428,000 persons during 1950. Group in- 
surance policies accounted for 5,587,000 
people and individual insurance policies for 
2,714,000. Other organizations covered 
2,873,000 persons. The gross number 
was 22,602,000 and the net, after deduction 
for duplication, was 21,589,000. 


Identity of Millionth Traffic Victim 
Will Be Unknown 


Who will be the one millionth person to 
die in a traffic accident? Where will it 
happen? Exactly when? 


The National Safety Council says that the 
answers to these questions never will be 
known. 


But even though the actual identity of the 
millionth victim will remain a mystery, the 
Council has made plans which will enable it 
to name the fateful day as a climax to an 
intensive safe driving campaign in which all 
safety organizations are cooperating. 


The Council, which makes regular, cumu- 
lative tabulations of traffic deaths, said that 
even its elaborate nation-wide reporting sys- 
tem is not fast enough to give up-to-the- 
minute totals. Furthermore, vital statistics 
were not recorded completely by all the 
states in earlier years after the turn of the 
century, so that motor vehicle death totals 
for some years are estimates based on the 
best available information. 


Thus any attempt to identify the actual 
millionth victim, Ned H. Dearborn, Council 
president, said, would place the spotlight 
of notoriety arbitrarily on the tragedy of 
one family when “the spotlight should be 
turned on the tragedy of a nation which 
permits motor madness to go on.” 
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Behind the Legislative Curtain 


Congress Makes a Law, Stephen Kemp 
Bailey. Columbia University Press, 2960 
Broadway, New York 27, New York. 1950. 
282 pages. $3.75. 


What happens before a law is passed by 
Congress? To answer this question in 
terms of a single case history, the author 
read approximately 400 documents, books, 
mimeographed releases and other types of 
printed material; conducted about 400 in- 
terviews; and made field trips to the home 
towns of the twelve key members of Con- 
gress who finally decided in conference the 
fate of S. 380, which eventually passed as 
the Employment Act of 1946. 


In selecting this particular statute for 
study, the author was not saving himself, 
for it had about as complex a career as 
can be imagined. Passed in the Senate, it 
was completely rewritten in the House 
and eventually what appeared was “the 
eclectic product of the personalities and 
pressures which struggled for more than 
a year.” 


The study, however, was well worth 
making. The almost fortuitous calamities 
that can overtake a piece of legislation are 
illustrated here—an early draft, never intro- 
duced in Congress, had mentioned the 
Bureau of the Budget, and a House parlia- 
mentarian, remembering, sent the Senate 
version of S. 380 to the House Committee 
on Expenditures in the Executive Depart- 
ments, “heavily weighted on the conservative 
side,” rather than to the House Labor 
Committee, where it properly belonged. 


The story illustrates as well how far the 
legislative process of necessity has changed 
In our increasingly complex society. Chap- 
ter 4, “The Staff in Room 15A,” gives the 


Books and Articles 


names—most of them completely unknown 


to even politically sophisticated voters— 
and the activities—equally unsuspected 
of the staff which kept interest in the bill 
alive, supplied facts and rallied support. 
The use by the bill’s sponsors of pressure 
groups to help build a public opinion in 
favor of the measure is described in detail. 


The case of S. 380 points up some dan- 
gerous weaknesses in our system. The 
Senate passed the bill after twelve days of 
committee hearings, a few days of closed 
committee hearings and four days of floor 
debate. “The fate of an issue,” the author 
points out, “depends to a shocking extent 
upon a handful of men who take special 
interest in the pending legislation in 
committee.” 


Congress’ unfortunate habit of bullying 
witnesses at hearings is also illustrated by 
actual texts of the questions propounded 
to citizens by men of such diverse political 
views as Senator Murray of Montana and 
Representative Clare Hoffman of Michigan. 





It is part of the author’s thesis that the 
bill “was in no small measure shaped by 
forces and culture symbols in Greenwood, 
Mississippi; Allegan, Michigan; Pocatello, 
Idaho; Wilmington, Delaware; and Temple, 
New Hampshire.” As a result, he has writ- 
ten brief personal histories, in terms of the 
electoral districts from which they came, 
of the members of the conference committee 
—an interesting and perhaps unique attempt 
to analyze what makes Congress act the 
way it does. 


As for conclusions reached, the author 
has summarized them in a sentence. “Ma- 
jority sentiment expressed in popular elec- 
tions for a particular economic policy can 
be, and frequently is, almost hopelessly 
splintered by the power struggles of com- 
peting political, administrative, and private 
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interests, and is finally pieced together, if 
at all, only by the most laborious, compli- 
cated, and frequently covert coalition strat- 
egies.” He has repeated the summary in a 
phrase—our policies are formulated, he says, 
“by a kaleidoscopic and largely irresponsible 
interplay of ideas, interests, institutions, 
and individuals.” 


Dr. Bailey is assistant professor of govern- 
ment at Wesleyan University. His book is 
a monumental job of impartial factual re- 
porting, with overtones for every intelligent 
citizen to catch and think about. 


ARTICLES 


Articles of interest in other 
legal publications 


Criminal Statutes and Civil Liability . . . 
The author holds that only when a criminal 
statute provides a standard for conduct 
should a court consider its breach as a basis 
for civil liability. Going further, he suggests 


A REPORT TO THE READER— 


failure was not disputed and the issue sub- 
mitted to the jury was whether the company 
had waived the performance of the condi- 
tion, The jury found for the plaintiff, and 
the defendant appealed. The judgment and 
order was affirmed. 


It is important for counsel of an insurance 
company to know this type of case and the 
reasoning of the judge. When the summons 
and complaint in plaintiff’s action against 
assured was delivered to defendant, the com- 
pany then had knowledge that immediate 
written notice of the accident had not been 
given. The condition of the policy was 
broken by the assured, and the company 
knew it. It was then competent for the 
company to stand upon its rights and dis- 
claim liability, leaving the assured to defend 
the action. 


But the company, on the other hand, did 
not take such course. It assumed the de- 
fense of the action and power over settle- 
ment, all to the exclusion of the assured. 
When the company, relying on its rights 
under the policy, took control of the litiga- 
tion, including the power of settlement, out 


*® Congress has also authorized declaratory 
relief; 28 USCA Secs. 2201, 2202 (1948). 
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that “in such an instance, the court must 
take the breach of statute into account, be- 
cause to do otherwise would involve the 
litigation in hopeless contradictions of prin- 
ciple under our established law of negli- 
gence.”—Gregory, “Breach of Criminal Li- 
censing Statutes in Civil Litigation,” Cornell 
Law Quarterly, Summer, 1951, 


Four Decades in the Insurance Business 
. . « The Wisconsin State Life Fund, now 
almost 40 years in operation, is discussed by 
a professor of commerce of the University 
of Wisconsin.—Center, “An Experiment in 
State Insurance—The Wisconsin State Life 
Fund,” Journal of the American Society of 
Chartered Life Underwriters, June, 1951. 


Criminal Law ... Recent constitutional 
developments with respect to searches and 
seizures, arrest and detention, confessions 
and racial discrimination in the selection of 
a grand jury are treated in this article. 
The 1945-1951 period is emphasized.—Sanders, 
“Criminal Law Administration Prior to 
Trial: Recent Constitutional Developments,” 
Vanderbilt Law Review, June, 1951. 


Continued from page 742 


of the hands of the assured, it waived the 
failure of the assured to give immediate 
written notice of the accident. 


Undoubtedly, with the consent of the as- 
sured the company may assume power over 
the litigation and reserve the right to re- 
pudiate liability therefor. The court felt, 
however, that it was competent for the jury 
to find that no such consent was given in 
this case for the clause in the receipt since 
the summons and complaint given to the 
broker were not brought to the attention 
of the assured, and notice to him given on 
the eve of trial, nearly nine months after 
defendant had assumed control of the liti- 
gation, was too late. The election to treat 
the policy as covering the loss had already 
been made. 


An alternative to the nonwaiver agree- 
ment, where it is not obtainable, is the ac- 
tion for declaratory judgment as to the 
obligation to defend. All states (except 
Arkansas, Oklahoma, Delaware and Missis- 
sippi) and the Congress®™ authorize decla- 
ratory relief in those cases which involve 
an actual controversy appropriate for judi- 
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cial determination. There are, however, 
limitations which insurance company coun- 
sel should keep in mind, namely, the hesi- 
tancy of state courts to grant such relief 
where there appears to be an adequate 
remedy at law, and the pendency of other 
litigation. In fact, in most tort actions 
there is a natural tendency of the courts 
not to grant a stay to await the outcome of 
an action for declaratory relief. This limi- 
tation in the federal courts is specifically 
covered in Section 2283 of the Judicial Code, 
and thus weakens the federal courts as a 
forum for relief even though the federal 
rules of practice provide that the availability 
of another remedy does not of itself pre- 
clude declaratory relief. 


There are times, however, when company 
counsel is forced to seek relief of this kind 
—often to the bewilderment of the assured 
or claimants—where any other course would 
constitute waiver of the legal defenses which 
it is morally entitled to assert under the 
contract of insurance, and which it is the 
duty of counsel to assert in order that 
policyholders’ and stockholders’ interests 
in the company will not be jeopardized. 


The case of Associated Indemnity Corpora- 
tion v. Wachsmith, et al.™ illustrates this type 
of relief. In this case, the defendant’s em- 
ployee was injured during employment in 
a collision, while riding in a truck driven 
by defendant’s son. The defendant held a 
liability insurance policy with the plaintiff 
company. The employee obtained judgment 
against the son, and the automobile owner 
obtained judgment against both the father 
and son. Both judgments were assigned 
to a third person. The plaintiff company 
paid the judgment in favor of the auto- 
mobile owner but questioned its liability to 
the assignee of the judgment against the 
son for the employee’s injuries. 


The present action was instituted by the 
plaintiff insurance company, under the De- 
claratory Judgment Act, seeking to obtain 
a decree as to the rights, duties, status and 
legal relations of the parties under its policy 
of liability insurance. The court decided 
that at the time of receiving his injury the 
employee was an employee of assured, and 
was in the course of his employment; that 
the policy in question did not cover claims for 
injury to an employee of the assured sus- 
tained in the course of his employment, 
other than a domestic servant whose duties 
did not include the operation, maintenance 


or repair of any automobile; and that the 
employee was not such a domestic servant. 
The decree further provided that plaintiff 
company be relieved, discharged and exon- 
erated from any further duty or liability to 
the employee or the assignee of his judg- 
ment. On appeal to this court the first 
question to be decided was whether this was 
a proper case for the application of the 
Declaratory Judgment Act. The court held 
that it was.” 


The role of the insurance company coun- 
sel is not all “peaches and cream.” He is 
faced with most difficult problems collateral 
to the ultimate problem of defense in a 
given case. Perhaps this brief résumé will 
lead to a better understanding of the job 
he must do both for the insured and the 
company. 


Our Error 


Deputy Commissioner Paul A. Pfister of 
the Indiana Department of Insurance, the 
author of “A Salute to the Insurance In- 
dustry,” which begins at page 651 of our 
September, 1951 issue, has written to tell us 
of an error which appears in his article. 
The error was ours, not Mr. Pfister’s, and 
to Mr. Pfister and anyone who may have 
been misled by the error we extend our 
apologies. Mr. Pfister says: 


“Upon reading the printed copy of my 
paper, I find an error appearing in the 
second rhetorical paragraph appearing on 
page 652, the second sentence of which 
reads as follows: ‘I believe we have a 
more substantial insurance business in 
Indiana than elsewhere’, etc. 


“T request that you publish this letter in 
the next issue of the Journal for the reason 
that said sentence should read as follows, 
according to my carbon copy, which I used 
in addressing the Federation of Insurance 
Counsel, to wit: ‘I believe we have a more 
substantial insurance business in Indiana 
and elsewhere because those charged with 
such responsibility have been strict in en- 
forcing the laws pertaining to the admission 
of companies’. 


“T make this request in order that the 
personnel of Insurance Departments through- 
out the United States may know that I did 
not intend, and in fact did not, single out 
this Department as being superior to other 
Insurance Departments.” 





* 99 Pac. (2d) 420 (Wash.). 
* Merchants Mutual Casualty Company v. 
‘Leone, 298 Mass. 96, 9 N. E. (2d) 552; but see 


Report to the Reader 


Franklin Life Insurance Company v. Johnson, 
157 F. (2d) 653 (CCA-10, 1946). 
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NEGLIGENCE 
| Cases Involving Negligence, 


as Reported by CCH NEG- 
LIGENCE REPORTS 


Licensee Recovers When 
Tenant Could Not 


Plaintiff was a member of a society which 
used the premises of defendant’s church 
building for its weekly meetings. He fell 
over a wire stretched across the door of 
a lavatory in the church, and was seriously 
injured. The wire had been placed there 
by pranksters, and plaintiff brought suit 
against them on the charge of negligence 
and against the church on the charge of vio- 
lation of the safe-place statute. A verdict 
was had against all the defendants, and 
defendant church appealed. 


The light in the lavatory was on when 
the pranksters rigged up the wire, tying 
if from the lower hinge of the door to the 
post of one of the stalls; and they left it on 
when they went out. Later, the janitor 
came by and turned off the light, which 
was right inside the door. Plaintiff came 
down a dark hall to the lavatory, opened 
the door, switched on the light, and, while 
pushing open a door into one of the stalls, 
thereby pulling up the wire, tripped over it 
and fell backward, sustaining serious 
injuries, 

The reviewing court held that, when a 
building is subject to the safe-place statute, 
failure properly to light it or any part of 
it is a violation of the statute, even though 
no provision provides that a light must burn 
continuously in a lavatory. 
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Since the janitor admitted turning off the 
light, and he was the agent of the church, 
the church’s liability was established despite 
the fact that it had no knowledge, prior 
to the time plaintiff was injured, that the 
light was not burning. The court also de- 
clared that the society to which plaintiff 
belonged was a licensee, not a tenant, since 
it had bare authority to use the meeting 
room and lavatory, and did not possess 
any estate in the property. As a licensee, 
defendant had a duty to it of maintaining a 
safe place. 


The court therefore held that the jury's 
finding that the church was guilty of a 
violation of the safe-place statute was well 
supported. 


But, argued the church, there was no 
evidence that the violation caused plaintiff's 
injuries. The court disagreed here also, The 
question whether there was causal connec- 
tion between the violation and the injuries 
was properly for the jury, it said. There 
was evidence to show that plaintiff fell over 
the wire almost simultaneously with his 
entry into the lavatory. “Had he not, been 
distracted by the necessity of turning on 
the light he might have seen the wire in 
time to avoid striking it.” The jury could 
also consider the fact that he entered from 
a dark hallway into a room suddenly flooded 
with light from a 200 watt bulb. 


° 


The judgment was affirmed.—Zimmers ¥ 
St. Sebastian’s Congregation of Milwaukee, 
Wisconsin, Spilker et al., Defendants. Wis- 
consin Supreme Court. March 6, 1951. 
19 NEGLIGENCE Cases 318. 


Landlord Owes Duty Only to Tenant 


Is a lessor who retains no control over 
the demised premises liable to third persons 
who are on the premises with the permission 
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of the lessee, for injuries arising out of a 
breach of the lessor’s contract to repair? 


In this case a carpenter doing some work 
for the lessee was seriously injured when a 
porch railing against which he leaned gave 
way and he fell to the ground. The lessee 
had exclusive use of the porch but the lessor 
had a contractual obligation to keep it in 
repair. The carpenter sued the lessor for 
the damages sustained by him. 


The trial court held for plaintiff, but the 
reviewing court held that though the recent 
trend of decisions in many jurisdictions has 
been to hold landlords liable under such cir- 
cumstances, in Michigan recovery has been 
consistently denied. 


It quoted from the case of Brady v. Klein, 
133 Mich. 422, as stating the pertinent rule: 
“When the accident arises from a defect 
known by the tenant, and one which is not 
a nuisance, the remedy against the landlord 
is upon his covenant and must be brought 
by the tenant, as there is no privity between 
the landlord and a third party, nor does he 
owe him any duty. It is otherwise in the 
case of a nuisance which the landlord should 
abate, for there the landlord owes the duty 
of care, and is liable for his negligence to 
all to whom he owes such duty.” 


In the absence of a statutory obligation, 
the maintenance of a nuisance or the letting 
of the premises for the use of large crowds, 
the landlord had no duty to third persons. 
Judgment for plaintiff reversed—Huey v. 
Barton. Michigan Supreme Court. October 
2, 1950. 18 NEGLIGENCE Cases 693. 


Lessor Not Liable for Negligence 
of Concessionaire 


A man and his wife attended a dance at a 
hotel sponsored by a Junior Chamber of 
Commerce. A large crowd was in attend- 
ance and they were permitted to pass freely 
from the adjacent bars into the ballroom 
carrying drinks. Some people danced with 
drinks in their hands, spilled liquids on the 
dance floor and dropped and broke glass 
containers on the dance floor. While danc- 
ing there as an invited guest, the wife 
stepped on a spot where liquid had been 
spilled and glass broken. She lost her bal- 
ance and fell backward, suffering injuries. 


Husband and wife sued the hotel after 
executing to the Junior Chamber of Com- 
merce a covenant not to sue. The trial 
court directed a verdict for the defendant, 
trom which the plaintiffs appealed, contend- 


Negligence 


ing that the jury could reasonably have 
found that the plaintiffs were the invitees 
not only of the Junior Chamber of Com- 
merce but also invitees of the hotel itself. 


In making the arrangements for use of 
the ballroom, the J. C.’s agreed to assume 
complete charge of and full responsibility 
for the dance. They asked that all tables 
be removed from the ballroom and that only 
the chairs be left and placed around the 
walls. Accordingly there were three rows 
of chairs placed around the walls. The 
J. C.’s hired their own police. The hotel 
retained no jurisdiction over the ballroom 
at all. The evidence also showed that the 
J. C.’s hired the orchestra for the evening. 
The J. C.’s sold tickets to approximately 
2,000 guests, of whom 1,400 to 1,600 were 
in attendance. The hotel donated the use 
of the ballroom to the J. C.’s without any 
charge whatever, as had been the custom in 
former years, and the J. C.’s retained the 
entire proceeds of the ticket sales. 


Upon the basis of these facts, the plain- 
tiffs contended that the J. C.’s became eithe: 
an independent contractor or a concession- 
aire. They were not acting as an inde- 
pendent contractor, the reviewing court 
said, because they were not engaged in the 
performance of any service for the hotel. 


And a concessionaire is either a tenant or 
a licensee, the court continued, depending 
upon whether the right to use the premises 
is exclusive. Here the occupant J. C.’s had 
the right of exclusive possession; hence the 
transaction between them and the hotel 
created the relation of landlord and tenant. 


Citing various authorities with approval, 
the court said: “It is the well-settled general 
rule that the duties and liabilities of a land- 
lord to persons on the leased premises by 
the consent of the tenant are the same as 
those owed to the tenant himself... . What- 
ever rights . . . [an] invitation or license 
from the lessee may confer, as against such 
lessee, as against the lessor it can give no 
greater rights than the lessee himself has. 
... There are some cases to the contrary 
but we believe the better reasoning sustains 
the above proposition. A tenant is not the 
servant of the landlord so that a tort com- 
mitted by the tenant either by an act of 
commission or omission could be imputed 
to the landlord.” 


The court affirmed the judgment based 
upon the directed verdict—Randall et ux. v. 
Pioneer Hotel, Inc. et al. Arizona Supreme 
Court. October 17, 1950. 18 NEGLIGENCE 
Cases 774. 
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Cases Involving Construction 
of Life, Health and Accident 
Insurance Contracts, as Reported 
by CCH LIFE INSURANCE 
REPORTS 


Gratuitous Subassignee 
Has Insurable Interest 


Two stockholder officers in a group of 
closely held corporations decided to wind 
up their business dealings with each other. 
An accounting showed one to be indebted 
to the other. Consequently, the debtor 
converted a policy of term insurance to 
one of ordinary life insurance with a face 
value of $100,000, and then made an as- 
signment of the new policy to the creditor, 
the latter paying the premiums. The as- 
signment was absolute in language, con- 
veyed all the debtor’s “right, title and 
interest in and to the policy” to the 
creditor and the latter’s assigns, and au- 
thorized the insurer to pay all sums due 
under the policy to the creditor, or his as- 
signs, without notice to the assured debtor. 


All this occurred in the early part of 
1935, and the creditor personally paid the 
premiums due in 1935, 1936, 1937, 1938, 1939 
and 1940 in a total amount of $26,940. The 
premiums for 1941 through 1947 were paid 
by trustees of the creditor, to whom the 
creditor had assigned the policy without 
consideration as part of an estate plan 
for himself. 


In 1944, however, the assured former 
debtor purported to assign his interest in 
the policy to the plaintiffs. After his death 
in 1947, the plaintiffs brought this action 
to recover all or a portion of the proceeds 
of the policy. 


Following a lengthy discussion of the 
facts and of the contentions of the parties 
the court said: “Throughout their entire 
brief plaintiffs seem to base their theory 
of their case and to predicate their argu- 
ment upon misinterpretation of the facts 
presented by this record. It is insisted 
throughout plaintiffs’ brief that the policy 
was assigned to Tarlton [the creditor] 
‘as security for indebtedness and for no 
other reason’. The facts of record completely 
disprove and destroy any such contention.” 
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The court next dealt with a second group 
of the plaintiff’s contentions to the follow- 
ing effect: (1) The policy was assigned 
to the creditor’s trustees without notice 
to the debtor; (2) The trustees were not 
creditors of the debtor; and (3) The trustees 
had no insurable interest in the debtor's 
life and thus acquired nothing by the 
creditor’s assignment. 


The first two of these arguments the 
court quickly disposed of by pointing out 
that the express terms of the initial as- 
signment from the debtor to the creditor 
anticipated and provided for the creditor’s 
later assignment to third parties, 


The third contention the court considered 
at length. “It has been broadly stated and 
sometimes without qualification, that it is 
a general rule of substantive law that ‘an 
assignment of a life insurance policy to one 
who has no insurable interest in the life 
insured is void’. But research into that 
doctrine and the reasons sometimes ad- 
vanced for it demonstrates that such broad 
and unqualified statement of legal principle 
is both inaccurate and misleading. 


“The principle of the good faith of the 
assignment transaction runs like a scarlet 
thread through the better reasoned cases. 
The decided trend of adjudications un- 
questionably is to establish the rule that 
an insurable interest in the insured by the 
assignee of a policy of life insurance is not 
essential to the validity of the assignment 
if the party to whom it was issued in good 
faith had an insurable interest, and if the 
assignment was in good faith and not made 
to cover up a gambling transaction. We un- 
equivocally approve that rule. 


“Without the power of assignment life 
insurance contracts would lose much of 
their value. In a commercial age and with 
a commercial people, and in recognition of 
commercial practices, the courts are not 
unaware of the frequent necessity for the 
transfer by assignment of such contracts 
otherwise valid to those having an in- 
surable interest, and to thus ignore the bona 
fides of assignments of convenience or 
necessity, would not only impair the value 
of such contracts as a plan of estate build- 
ing and economic protection but would 
work unconscionable injury to policyholders 
who are no longer financially able to or 
who no longer desire to continue such 
contracts.” 


The court affirmed the judgment which 
dismissed the plaintiffs’ petition with preju- 
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dice Butterworth et al. v. Mississippi Valley 
Trust Company et al. Missouri Supreme 
Court, Division Number One. Filed June 1], 
1951. 14 Lire Cases 1060. 


Court Finds A & H Policy Has Species 
of Incontestability Clause 


Plaintiff applied to the defendant insurer 
for a policy of accident and health insur- 
ance in February of 1945. During the 
preceding five years he had suffered from 
a kidney ailment and had undergone X-ray 
and medical examinations. In the applica- 
tion, which was expressly made part of the 
policy, he stated that he had not been 
disabled either by accident or illness or 
received medical or surgical treatment for 
the previous five years. And he agreed that 
the falsity of any answer in the application 
would act as a bar to recovery if made 
with intent to deceive or if it materially 
affected the acceptance of the risk. The 
policy was issued March 1, 1945. In March, 
1946, he entered a hospital because of the 
kidney ailment. 


Plaintiff allowed the policy to lapse in 
November, 1946, and it was not reinstated 
by payment of the premium until December 
1, 1947. In his application for reinstate- 
ment plaintiff stated that he had received 
no medical or surgical attention for the 
previous three years other than what was 
known by the company. 


In June of 1949 plaintiff became ill from 
the kidney ailment and was operated on 
two weeks later. He was totally disabled 
from June through August of that year. 
He claimed compensation in the amount of 
$838.33 for loss of time, hospital and sur- 
gical expense and other miscellaneous ex- 
penses. Proof of loss was filed July 27, 
1949, for amounts then claimed to be due 
and further proof of loss was filed after 
September 1, 1949. Defendant rejected the 
claim, but filed no action to cancel the pol- 
icy and filed no legal contest of the claim 
until its answer was filed to this action in 1950. 


Plaintiff relied upon a provision found in 
a rider to the policy to support his con- 
tention that the defendant could not chal- 
lenge recovery on the basis of plaintiff’s 
Prior medical history, The rider, after pro- 
viding that the policy should not cover cer- 
tain types of illness and accident, read: 


“The time of commencement of sickness 
shall not be questionable after said Policy 
has been maintained in force for a consecu- 
tive period of twenty-four (24) months.” 
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Plaintiff argued that this provision was 
in effect an incontestability clause and that 
since 24 months had elapsed from the time 
of reinstatement in December, 1947, until 
this suit was filed in June, 1950, evidence 
that the ailment existed prior to the periods 
covered by the policy and that defendant 
was misled as to this condition was im- 
properly admitted in the trial below. 


The majority of the court held for the 
plaintiff. Mere rejection of the assured’s 
claim within the two-year period was not 
a sufficient questioning of the time when 
plaintiff’s sickness began. “It seems to us 
that the rider, while not the usual incon- 
testability clause, is meaningless unless it 
means exactly what it says. The sit- 
uation would be different, we think, had 
the illness from which plaintiff suffered and 
for which he had been treated during the 
period preceding the taking out of the 
policy been other than kidney trouble—for 
example, heart trouble or any of the other 
sicknesses listed in the questions on the 
application blank. The offering of proof of 
such other illness and medical attention 
would have had a bearing on the issue of 
fraud and at the same time would not have 
violated the stipulation about not question- 
ing the time of beginning of illness. It is 
not in this sense, we think, that this was 
not the sort of incontestability clause found 
in life insurance policies.” 


One judge dissented: “I agree with the 
opinion that the provision in question is 
not the usual incontestable clause. I think 
its only incontestable effect is to prevent 
questioning the commencement of the sick- 
ness in determining whether the sickness 
is within the coverage of the policy. I do 
not think it means that the validity of 
existence of the policy itself cannot be 
contested on the ground of fraud in secur- 
ing the issuance of the policy. To so con- 
strue it would be to give it the effect of 
a true incontestable clause. I believe the 
clause leaves the insurance company free 
to defend on the ground of fraud and if 
proof of fraud incidentally discloses the 
time of commencement of the sickness, 
I think there is no violation of the clause. 
The company is not questioning the time 
of commencement of the sickness; it is 
questioning the existence of a valid con- 
tract of insurance. I think the judgment 
[for the insurer] should be affirmed.”— 
Heilman v. American Casualty Company of 
Reading, Pennsylvania. Municipal Court of 
Appeals for the District of Columbia. June 
20, 1951. 14 Lire Cases 1036. 
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Fire 
| Cases Involving Construction 
| of Fire and Casualty Insurance 


_ Contracts, as Reported by CCH 
| FIRE—CASUALTY INSUR- 


ANCE REPORTS 


Where Marine Policy Conflicts 
with Bill of Lading, Policy Governs 


On August 6, 1948, plaintiff delivered 
personal property to the value of $6,356.46 
to the defendant common carrier at Mason 
City, lowa, for transportation to Los An- 
geles. The goods were shipped under a 
uniform domestic bill of lading that pro- 
vided among other things as follows: 


“Sec. 2 (c) Any carrier or party liable on 
account of loss of or damage to any of 
said property shall have the full benefit of 
any insurance that may have been effected 
upon or on account of said property so far 
as this shall not avoid the policies or con- 
tracts of insurance: Provided, That the 
carrier reimburse the claimant for the pre- 
mium paid thereon.” 


At the time of the shipment there was in 
effect a policy of insurance wherein the 
plaintiff shipper was the sole assured and 
beneficiary. This policy contained among 
others these provisions: 


“It is warranted by the Assured that this 
insurance shall in no way inure directly, or 
indirectly to the benefit of any carrier or 
other bailee. This Company may 
require from the Assured an assignment of 
all right of recovery against any party for 
loss or damage to the extent that payment 
therefor is made by this Company.” 


During transit the goods were destroyed 
by fire. The insurer paid plaintiff the amount 
of $5,856.46 under an agreement that such 
advancement in no way impaired the obli- 
gation of the defendant shipper to pay for 
the loss, and that an action be commenced 
in the name of plaintiff against defendant 
to recover the amount of the loss. Prior 
to the execution of this agreement the 
plaintiff shipper had inadvertently sent the 
defendant carrier three separate monthly 
statements, each showing a balance of only 
$500 due. The carrier tendered $500 to the 
shipper, which was refused. 
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From a judgment for plaintiff the carrier 
appealed, contending: (1) The provision 
in Section 2 (c) of the bill of lading in- 
validated the provision in the plaintiff's 
insurance policy; (2) The plaintiff, having 
already received $5,856.46 from its insurer, 
was seeking double payment for its loss; 
(3) Defendant’s liability in excess of $500 
was remitted by the plaintiff's demands 
and the defendant’s tender of that amount, 


The reviewing court held: 


(1) Although decisions on the question 
go both ways, the better rule is that the 
policy provision governs. “This provision 
of the shipping contract does not give to 
the carrier the benefit of all valid insurance, 
but only the benefit of all insurance that 
would not be rendered invalid by the de- 
struction of the right of subrogation, and 
gives the carrier no benefit of insurance 
when to do so would render the insurance 
invalid. The clause in question speaks of 
a contingency, not of a result accomplished.” 


(2) Any recovery allowed in the present 
action would inure to the benefit of the 
insurance company and not to plaintiff. 


(3) The statements listing a balance of 
$500 were sent defendant through error, 
and there was no intention upon the part 
of plaintiff to remit any sum due and owing 
from defendant. 


Judgment for the plaintiff was therefore 
affirmed.— Mode O’Day Corporation v. 
Ringsby Truck Lines. California District 
Court of Appeal. December 1, 1950. 7 
Fire AND CASUALTY CASES 378. 


Reformation Ordered 
on Contradictory Evidence 
of Mutual Mistake 


A carpenter who had had some experi- 
ence in the construction of homes desired 
to erect a small house, with the idea of 
selling it after its completion, On July 15, 
1948, he began construction of the house 
and, at about that time, applied to a bank 
for a loan to finance expenses. 


The bank agreed to finance the project 
and the carpenter, on July 23, executed a 
promissory note in the amount of $1,500, 
representing the first advance by the bank 
upon the construction. He also executed 
a deed of trust to the bank as beneficiary, 
covering the lot upon which the house 
would be located and the proposed house. 
It was agreed that the deed of trust would 
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also be collateral for future advances by 
the bank, and that the carpenter would 
maintain fire and tornado insurance on all 
buildings on the property, “loss, if any, 
payable to the said [bank], or its 
assigns, as its interest appears.” 

Several times after the execution of this 
agreement the bank president asked the 
carpenter to obtain the insurance and to 
put in it the usual mortgagee-loss payable 
clause, as provided in the deed of trust. 
The carpenter agreed to do so but post- 
poned doing it. 

On at least two occasions a local agent 
of the defendant insurer solicited from the 
carpenter the business of writing fire insur- 
ance on the house in question, each time 
the carpenter saying he was not yet ready 
for insurance. There was conversation be- 
tween the agent and the carpenter regarding 
the carpenter’s getting a loan on the house 
following its completion. The agent testi- 
fied that the carpenter at no time told him 
that the bank or anyone else was financing 
the building of the house and had a mort- 
gage on it, and that the carpenter did not 
request him to insert in the fire insurance policy 
a mortgagee clause in favor of the bank. 


On the other hand, the carpenter testified 
that, in his conversation with the agent, he 
told the agent that the bank had a mortgage 
on the house and was financing its con- 
struction, The carpenter did not say that 
he expressly asked the agent to insert in 
the policy a mortgagee clause payable to 
the bank. 

Anyway, the carpenter picked up the pol- 
icy at the agent’s office about September 9 
and took it directly to the bank. Neither 
he nor the president of the bank examined 
the policy to see if it contained a mort- 
gagee clause. The president placed the pol- 
icy in his files, where it remained until after 
the fire. 

The policy insured the carpenter against 
the risks of fire and lightning and provided 
extended coverage. It was a builder’s risk 
policy, with a maximum estimated com- 
pleted cost on the house of $7,500. The 
amount of coverage would vary according 
to the actual value put into the building as 
it progressed, It also contained the follow- 
ing clause: “Loss, if any, to be adjusted 
with the insured and payable to ’ 
Mortgagee, as interest may appear under 
Present or any future mortgage of the prop- 
erty, and to the insured as Trustee for self 
and all engaged in the construction and 
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supplying of materials, as their interests 
may appear.” 


On September 15 the house, which was 
pretty well advanced in construction, was 
totally destroyed by a fire of undetermined 
origin. The agent was informed of the 
event by the fire chief as well as by the 
carpenter, who visited the agent’s office. 
The carpenter did not at that time ask the 
agent for printed forms with which he 
might make proofs of loss under the policy, 
and the agent did not furnish them to the 
carpenter. Upon inquiry by the bank, the 
agent advised it that the policy contained 
no mortgagee clause. The insurer did not 
furnish the carpenter with forms for proofs 
of loss until more than two months after 
the fire. In the meantime, the carpenter 
had employed an attorney to assist him in 
making his claim of loss. 

Negotiations leading nowhere, the car- 
penter sued the insurer about six months 
later, asking $7,500. On motion of the in- 
surer, the bank intervened and alleged the 
carpenter’s indebtedness to it of $6,158.68 
and the circumstances set out above, and 
asked that the policy be reformed to include 
its name as mortgagee. 

The chancellor found the actual value of 
the house to be $6,000 and rendered judg- 
ment for the carpenter in that amount, 
subject to the paramount claim of the bank. 


On appeal, the insurer claimed that there 
was no mutuality of mistake to support 
reformation of the policy. 

Noting that the chancellor resolved the 
contradictory testimony by finding that the 
agent had knowledge of the bank’s interest 
in the insured property, the reviewing court 
said that “This right of reformation by the 
insertion of a mortgagee clause exists where 
the agent has knowledge of the existence 
of the deed of trust, and an intention with 
the insured to protect the mortgagee. Such 
knowledge and intention are imputed to his 
principal, the insurer. .. . 


“Another reason why the Bank is entitled 
to the proceeds of this insurance policy lies 
in the existence here of an equitable lien in 
its favor. The law will presume that insur- 
ance taken out by a mortgagor in his name, 
after an agreement by him with the mort- 
gagee to insure for the mortgagee’s benefit, 
was taken out to fulfill that agreement.” 

The decree of the chancery court was 
affirmed.—Lititz Mutual Insurance Company 
v. Miller et al. Mississippi Supreme Court. 
January 15, 1951. 7 Fire aANp CASUALTY 
CAsEs 374. 
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AUTOMOBILE 
Cases Involving Construction 
of Automobile Insurance Con- 
tracts, as Reported by CCH 
AUTOMOBILE INSURANCE 
REPORTS 


Joint Enterprise and Master-Servant 
Rules Inapplicable Between Parties 


Plaintiff rented a truck and employed 
its regular driver, defendant in this case, 
for the purpose of delivering some concrete 
blocks, doors and windows. The truck had 
a closed cab and an open platform equipped 
with side railings going only part of the 
way back. The load was placed on the 
platform, the doors and windows on top 
of the concrete blocks, but was not secured 
because plaintiff had no rope. Plaintiff 
drove the truck, going about 25 miles an 
hour, until he reached a stretch of road 
which was bumpy and uneven due to the 
effects of weather and wear. Then he got 
out and climbed onto the back of the truck 
to hold the doors and windows steady and 
to see that nothing fell out. There was 
about four feet of unoccupied space at the 
back of the truck, and plaintiff stood there; 
he had nothing to hold on to except the 
windows lying on top of the concrete blocks. 
He entrusted the driving of the truck to 
defendant, and instructed him to go slowly. 
Defendant, however, drove about 40 miles 
an hour, and the truck struck an elevated 
ridge in the road, causing a door to be 
hurled against plaintiff, throwing him off 
the truck. He received painful and dis- 
abling injuries as a result of the fall. 


In the trial court, the jury was asked 
whether plaintiff was injured due to the 
negligence of defendant, and whether plain- 
tiff, by his own negligence, contributed to 
his injury. The jury answered yes to the 
first question, and no to the second. Judg- 
ment on the verdict was rendered for plaintiff. 


Plaintiff's case was predicated on the 
theory that defendant drove the truck at 
an excessive rate of speed. The reviewing 
court agreed that though the absolute speed 
limit was 45 miles an hour defendant was 
governed by the law that “no person shall 
drive a vehicle on a highway at a speed 
greater than is reasonable and prudent un- 
der the conditions then existing.” Defend- 
ant’s action in driving the car 40 miles an 
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hour on an uneven surface with an insecure 
load, after being told to drive slowly, could 
be held to be unreasonable and imprudent 
and was a question of fact for the jury, 


As to the plaintiff’s contributory negli- 
gence, the court held that this also was a 
question of fact; and that the evidence 
supported the inference that he did not 
have control of the truck at the time of 
the accident since he was on the back end 
and the driver was in the closed cab, and 
that he was not imprudent in assuming 
that he could stand on the back of the 
truck if it were driven at a proper speed. 


Defendant contended that regardless of 
the verdict, he could not be held liable 
because his negligence was imputable to 
plaintiff, since a master-servant relationship 
existed between them. However, the court 
declared that a master-servant relationship 
had no bearing on this case, but applied 
only in actions by third persons. This was 
also true, it said, with respect to a joint 
enterprise, which defendant also pleaded. 


The judgment was affirmed. One judge 
dissented, declaring that plaintiff’s action 
in neglecting to procure a rope and fasten 
the load, and in standing on the back of 
an overloaded truck when he had nothing 
he could hang on to or balance himself 
against other than the loose windows he 
was trying to keep in place, was evidence 
of the plaintiff's assumption of the risks 
involved.—Rollison v. Hicks. North Car- 
olina Supreme Court. December 18, 1950. 
Filed February 2, 1951. 35 AvuToMopiLe 


Cases 1001. 


Bodily Injury Liability Limit 
Refers to Persons Injured 


The three plaintiffs sought 
damages of $10,000 because of the death 


to recover 


of their father and husband, the death 
allegedly having been caused by the negli- 
gence of defendant’s assured. In the lower 
court, the jury returned a verdict in favor 
of plaintiffs for the amount requested; the 
court, however, reduced the verdict, adjudg- 
ing the limit of defendant’s liability to be 
$5,000. The question on appeal was as to 
the permissible amount of recovery. 


Under Coverage A of the policy in ques- 
tion (bodily injury liability), liability was 
limited to “$5,000 each person” and “$10,000 
each accident.” In explanation of this cov- 
erage, the policy read: “The limit of bodily 
injury liability stated in the declarations 
as applicable to ‘each person’ is the limit 
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of the company’s liability for all damages, 
including damages for care and loss of 
services, arising out of bodily injury, includ- 
ing death at any time resulting therefrom, 
sustained by one person in any one accident.” 


Plaintiffs contended that the $5,000 lia- 
bility limit pertained to each person who 
sustained damages, not to each person who 
was injured, and that, since they all suffered 
damages, they were entitled to recover 
$5,000 apiece, except insofar as they were 
limited by the $10,000 limitation pertaining 
to each accident. This construction of the 
quoted clause was arrived at by relating 
damages “sustained by one person in any 
one accident” to “each person” rather than 
to the bodily injury so sustained. Plaintiffs 
argued further that even if this interpreta- 
tion of the words of the policy was doubtful, 
the ambiguity should be construed against 
the insurer. They cited the case of 
Miller v. Commercial Standard Insurance 
Company (17 CCH AvtTomosite CASES 
1180), which they claimed supported this 
interpretation. 


Defendant cited Gaines v. Standard Ac- 
cident Insurance Company (28 CCH Auto- 
MOBILE CASES 731), in which a policy iden- 
tical with the one here in question was 
held to limit liability as to each person 
injured. 

The reviewing court declared that since 
the Gaines case was the later case, and 
the Miller case was expressly considered 
therein, and since the Supreme Court of 
Louisiana denied certiorari in the Gaines 
case upon a finding of no error in the 
judgment, the Gaines case correctly states 
Louisiana jurisprudence on the question. 


Furthermore, said the court, in its own 
determination of the construction, it could 
see no ambiguity in the clause. Considered 
in light of the whole policy, “each person” 
could only mean persons injured or killed, 
and not persons suffering damages. Such 
an interpretation has been held generally by 
the courts. The judgment reducing the 
amount of recovery to $5,000 was therefore 
afirmed.—Williams, etc., et al v. Standard 
Accident Insurance Company of Detroit, Mich- 
igan. United States Court of Appeals for 
the Fifth Circuit. April 11, 1951. 35 Aurto- 
MOBILE CASEs 1141. 


Sudden Emergency Held to Excuse 
Driver on Wrong Side of Road 


Plaintiff's taxicab was proceeding on a 
through highway when it collided with 
defendant’s car which had stopped at the 


Automobile 


highway intersection and then crossed into 
the path of the oncoming cab. 


Defendant was traveling on a secondary 
state road; upon coming to the intersection 
with the highway he stopped at the stop 
sign and then crossed to the far lane of 
the highway, making a left turn. Coming 
toward him from his left as he crossed 
were two taxicabs proceeding side by side, 
one of which pulled over onto his side of 
the road after he had made the turn, and 
collided with him. 


Defendant contended that when he stopped 
he saw the cabs, but thought he had plenty 
of time to cross the intersection before 
they reached it. According to his testimony, 
after he had crossed in front of the cabs 
and made the turn, one of them passed 
him, and the other darted out as if to pass 
the first, crossing over the double white 
line in the center of the road, thus causing 
the collision. The jury in the lower court 
rendered a verdict for the defendant, and 
the reviewing court declared that on this 
evidence such a verdict was proper. 


However, plaintiff's driver’s testimony 
was to the effect that he was driving along 
the highway at 50 miles an hour, a lawful 
speed, and that when he saw defendant’s 
car stopped at the intersection he assumed 
it was giving way to arterial traffic, and 
did not slow down. Then, he said, when 
defendant’s car proceeded into the inter- 
section in front of him, he turned toward 
the center of the road in order to avoid 
hitting it, but could not avoid the collision. 


In light of this testimony, the reviewing 
court declared that had the jury believed 
it they could properly have held for plaintiff. 


The question was plainly one of negligence, 
said the reviewing court, and was for the 
jury. However, the lower court, it said, 
improperly refused an instruction offered by 
plaintiff to the effect that he was confronted 
by a sudden emergency which was the 
cause of the taxi’s being in the wrong lane. 
Refusal of this instruction, said the review- 
ing court, was reversible error. “A jury 
could reasonably have found that when the 
defendant drove his car out into the high- 
way in front of the plaintiff’s cab, which 
was only 150 feet away and going at 50 
miles an hour, it created an emergency 
that excused plaintiff's driver for crossing 
to his left over the double white line.” 
The judgment was reversed and the cause 
remanded for a new trial—Frazier, t. a. City 
Cab Company v. Conner. Virginia Supreme 
Court of Appeals. November 27, 1950. 35 
AUTOMOBILE Cases 155. 
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Other Helpful, Informative 
CCH Magazines 


TAXES—The Tax Magazine 


This magazine is published to promote sound thought in 
economic, legal, and accounting principles related to all 
federal and state taxation. . . . To this end it contains 
signed articles on tax subjects of current interest, reports 
on pending tax legislation, court decisions and admin- 
istrative rulings relating to tax laws, and other tax in- 
formation, book reviews, etc. . . . The editorial policy 
is to allow frank discussion of tax issues. Subscription 
rate—$6 for 12 monthly issues. Write for sample copy. 


“The 
public | 
will n 
preced: 
contro! 
and tl 
Worm: 


Recent Tax Topics: 


Refund suits 

Section 45 

Alimony trusts 

Oil and gas lease taxes 
Excess profits tax 
Estate planning 
Voluntary disclosures 
Involuntary conversions 
Tax advantages of gifts 


——_— 


Food Drug Cosmetic 2" 


pc. 
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Food Drug Cosmetic Law Journal 


Essentially, the purpose of the Journal is to stimulate and 
facilitate the exchange of professional views in a highly 
specialized field of law. Each issue presents signed arti- 
cles—by specialists, public officials, and other authorities 
—on legal problems involved in the preparation, pack- 
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Standard making 
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Chemical additives 
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respect to nutrition, health, and the general public wel- 
fare, in addition to notes on legislative, administrative 
and judicial developments. Issued monthly; subscription 
rate—$10 a year, including binder for year's issues. 
Sample copy sent on request. 
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Labor Law Journal 


Specifically designed and edited to promote sound think- 
ing on labor law problems, the Labor Law Journal presents 
timely articles concerned with the intimate and complex 
relationship of Law, Labor, Government, Management, 
and Union. Each month, the Journal brings you the serious 
thinking, the reasoned conclusions, the viewpoints, and 
attitudes of leaders of thought and action—on significant, 
pivotal labor law problems. Specialists in the field treat 
currently troublesome phases of labor law in factual, 
hard-hitting articles. No punches are pulled—nothing is 
‘‘slanted."’ Issued monthly; subscription rate—$6 a year. 


Sample copy on request. 
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